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INTRODUCTION

The House Committee on Ways and Means has scheduled a markup on June 14, 2004, on
H.R. 4520, the “ American Jobs Creation Act of 2004.” This document,* prepared by the staff of
the Joint Committee on Taxation, provides a description of the “ American Jobs Creation Tax Act
of 2004.”

! This document may be cited as follows: Joint Committee on Taxation, Description of
H.R. 4520, the * American Jobs Creation Act of 2004” (JCX-41-04), June 10, 2004.



I. END SANCTIONS AND REDUCE CORPORATE TAX RATESFOR DOMESTIC
MANUFACTURING AND SMALL CORPORATIONS

A. Repeal of Exclusion for Extraterritorial Income
Present L aw

The United States has long provided export-related benefits under a series of tax regimes,
including the domestic international sales corporation (*DISC”) regime, the foreign sales
corporation (“FSC”) regime, and the extraterritorial income (“ETI”) regime. Each of these
regimes has been found to violate U.S. obligations under internatioral trade agreements. In
2000, the European Union (“EU”) succeeded in having the FSC regime declared a prohibited
export subsidy by the WTO. In response to this WTO ruling, the United States repealed the FSC
rules and enacted a new regime under the FSC Repeal and Extraterritorial Income Exclusion Act
of 2000. The EU immediately challenged the ETI regime in the WTO, and in January of 2002 a
WTO Appellate Body held that the ETI regime also constituted a prohibited export subsidy
under the relevant trade agreements.

Under the ETI regime, an exclusion from gross income applies with respect to
“extraterritorial income,” which isataxpayer’s gross income attributable to “foreign trading
grossreceipts.” Thisincomeis €eligible for the exclusion to the extent that it is“qualifying
foreign trade income.” Qualifying foreign trade income is the amount of grossincome that, if
excluded, would result in areduction of taxable income by the greatest of: (1) 1.2 percent of the
foreign trading gross receipts derived by the taxpayer from the transaction; (2) 15 percent of the
“foreign trade income” derived by the taxpayer from the transaction;? or (3) 30 percent of the
“foreign sale and leasing income” derived by the taxpayer from the transaction.

Foreign trading gross recel pts are gross receipts derived from certain activitiesin
connection with “qualifying foreign trade property” with respect to which certain economic
processes take place outside of the United States. Specifically, the gross receipts must be: (1)
from the sale, exchange, or other disposition of qualifying foreign trade property; (2) from the
lease or rental of qualifying foreign trade property for use by the lessee outside the United States;
(3) for services which are related and subsidiary to the sale, exchange, disposition, lease, or
rental of qualifying foreign trade property (as described above); (4) for engineering or
architectural services for construction projects located outside the United States; or (5) for the
performance of certain managerial servicesfor unrelated persons. A taxpayer may elect to treat

2 “Foreign trade income” is the taxable income of the taxpayer (determined without
regard to the exclusion of qualifying foreign trade income) attributable to foreign trading gross
receipts.

3 “Foreign sale and leasing income” is the amount of the taxpayer's foreign trade income
(with respect to atransaction) that is properly allocable to activities that constitute foreign
economic processes. Foreign sale and leasing income aso includes foreign trade income derived
by the taxpayer in connection with the lease or rental of qualifying foreign trade property for use
by the lessee outside the United States.



gross receipts from a transaction as not foreign trading gross receipts. Asaresult of such an
election, ataxpayer may use any related foreign tax creditsin lieu of the exclusion.

Qualifying foreign trade property generally is property manufactured, produced, grown,
or extracted within or outside the United States that is held primarily for sale, lease, or rental in
the ordinary course of atrade or business for direct use, consumption, or disposition outside the
United States. No more than 50 percent of the fair market value of such property can be
attributable to the sum of: (1) the fair market value of articles manufactured outside the United
States; and (2) the direct costs of labor performed outside the United States. With respect to
property that is manufactured outside the United States, certain rules are provided to ensure
consistent U.S. tax treatment with respect to manufacturers.

Description of Proposal

The proposal repealsthe ETI exclusion. For transactions prior to 2005, taxpayers retain
100 percent of their ETI benefits. For transactions after 2004, the proposal provides taxpayers
with 80 percent of their otherwise-applicable ETI benefits for transactions during 2005 and 60
percent of their otherwise-applicable ETI benefits for transactions during 2006. However, the
proposal provides that the ETI exclusion provisions remain in effect for transactionsin the
ordinary course of atrade or business if such transactions are pursuant to a binding contract*
between the taxpayer and an unrelated person and such contract is in effect on January 14, 2002,
and at all times thereafter.

In addition, foreign corporations that elected to be treated for al Federal tax purposes as
domestic corporations in order to facilitate the claiming of ETI benefits are allowed to revoke
such elections within one year of the date of enactment of the proposal without recognition of
gain or loss, subject to anti-abuse rules.

Effective Date

The proposal is effective for transactions after December 31, 2004.

* Thisrule also applies to a purchase option, renewal option, or replacement option that
isincluded in such contract.



B. Reduced Corporate Income Tax Rate for Domestic Production Activitiesncome
Present L aw

A corporation's regular income tax liability is determined by applying the following tax
rate schedule to its taxable income.

Table 1.-Marginal Federal Corporate Income Tax Rates for 2004

Taxable income: [ncome tax rate:

$0 - $50,000 ......cceeverererrirrriereereseierenas 15 percent of taxable income
$50,001 - $75,000 ......ccoevvrereriiririrrernes 25 percent of taxable income
$75,001 - $10,000,000 ......ccovevrvrrrrernes 34 percent of taxable income
Over $10,000,000.......cccccumerereeereenenne 35 percent of taxable income

The benefit of the first two graduated rates described above is phased out by afive-
percent surcharge for corporations with taxable income between $100,000 and $335,000. Also,
the benefit of the 34-percent rate is phased out by a three-percent surcharge for corporations with
taxable income between $15 million and $18,333,333; a corporation with taxable income of
$18,333,333 or more effectively is subject to aflat rate of 35 percent.

Under present law, there is no provision that reduces the corporate income tax for taxable
income attributable to domestic production activities.

Description of Proposal

In general

The proposal provides that the corporate tax rate applicable to qualified production
activitiesincome may not exceed 32 percent (34 percent for taxable years beginning before
2007) of the qualified production activities income.

Qualified production activities income

“Qualified production activitiesincome” is the income attributable to domestic
production gross receipts, reduced by the sum of: (1) the costs of goods sold that are allocable to
such receipts; (2) other deductions, expenses, or losses that are directly allocable to such receipts;
and (3) aproper share of other deductions, expenses, and losses that are not directly allocable to
such receipts or another class of income.”

> The Secretary shall prescribe rules for the proper allocation of items of income,
deduction, expense, and loss for purposes of determining income attributable to domestic
production activities. Where appropriate, such rules shall be similar to and consistent with
relevant present-law rules (e.g., secs. 263A and 861).



Domestic production gross r eceipts

“Domestic production gross receipts’ generally are gross receipts of a corporation that
are derived from: (1) any sale, exchange or other disposition, or any lease, rental or license, of
qualifying production property that was manufactured, produced, grown or extracted (in whole
or in significant part) by the corporation within the United States;® (2) any sale, exchange or
other disposition, or any lease, rental or license, of qualified film produced by the taxpayer; or
(3) construction, engineering or architectural services performed in the United States for
construction projects located in the United States. However, domestic production gross receipts
do not include any gross receipts of the taxpayer derived from property that is leased, licensed or
rented by the taxpayer for use by any related person.’

“Qualifying production property” generally is any tangible personal property, computer
software, or property described in section 168(f)(4) of the Code. “Qualified film” isany
property described in section 168(f)(3) of the Code (other than certain sexually explicit
productions) if 50 percent or more of the total compensation relating to the production of such
film (other than compensation in the form of residuals and participations) constitutes
compensation for services performed in the United States by actors, production personnel,
directors, and producers.

Under the bill, an election under section 631(a) made by a corporate taxpayer for a
taxable year ending on or before the date of enactment to treat the cutting of timber as a sale or
exchange, may be revoked by the taxpayer without the consent of the IRS for any taxable year
ending after that date. The prior election (and revocation) is disregarded for purposes of making
a subsequent election.

® Domestic production gross receipts include gross receipts of ataxpayer derived from
any sale, exchange or other disposition of agricultural products with respect to which the
taxpayer performs storage, handling or other processing activities (other than transportation
activities) within the United States, provided such products are consumed in connection with, or
incorporated into, the manufacturing, production, growth or extraction of qualifying production
property (whether or not by the taxpayer). Domestic production gross receipts also include gross
receipts of ataxpayer derived from any sale, exchange or other disposition of food products with
respect to which the taxpayer performs processing activities (in whole or in significant part)
within the United States.

’ Itisintended that principles similar to those under the present-law extraterritorial
income regime apply for this purpose. See Temp. Treas. Reg. sec. 1.927(a)-1T(f)(2)(i). For
example, this exclusion generally does not apply to property leased by the taxpayer to arelated
person if the property is held for sublease, or is subleased, by the related person to an unrelated
person for the ultimate use of such unrelated person. Similarly, the license of computer software
to arelated person for reproduction and sale, exchange, lease, rental or sublicense to an unrelated
person for the ultimate use of such unrelated person is not treated as excluded property by reason
of the license to the related person.



Effective Date

The proposal is effective for taxable years beginning after December 31, 2004.



C. Reduced Corporate Income Tax Rate for Small Corporations
Present L aw

A corporation's regular income tax liability is determined by applying the following tax
rate schedule to its taxable income.

Table 1.-Marginal Federal Corporate Income Tax Rates for 2004

Taxable income: [ncome tax rate:

$0 - $50,000 ......cceeverererrirrriereereseierenas 15 percent of taxable income
$50,001 - $75,000 ......ccoevvrereriiririrrernes 25 percent of taxable income
$75,001 - $10,000,000 ......ccovevrvrrrrernes 34 percent of taxable income
Over $10,000,000.......cccccumerereeereenenne 35 percent of taxable income

The benefit of the first two graduated rates described above is phased out by afive-
percent surcharge for corporations with taxable income between $100,000 and $335,000. Also,
benefit of the 34-percent rate is phased out by a three-percent surcharge for corporations with
taxable income between $15 million and $18,333,333; a corporation with taxable income of
$18,333,333 or more effectively is subject to aflat rate of 35 percent.

Description of Proposal

Under the bill, a corporation's regular income tax liability is determined by applying the
following tax rate schedulesto its taxable income.

Table2.-Marginal Federal Corporate Income Tax Rates for 2013 and ther eafter

Taxable income: Income tax rate:

$0 - $50,000 ......ocvevererererireiereree e 15 percent of taxable income
$50,001 - $75,000 ......ccoevvrerereiirierernes 25 percent of taxable income
$75,001 - $20,000,000 .......ccceeeeverererenes 32 percent of taxable income
Over $20,000,000.......cccccerereerrrrneneens 35 percent of taxable income

The benefit of the graduated rates described above is phased out by a three-percent
surcharge for corporations with taxable income between $20 million and $40,341,667; a
corporation with taxable income of $40,341,667 or more effectively is subject to aflat rate of 35
percent.



Table 3.-Marginal Federal Corporate Income Tax Ratesfor 2011-2012

Taxable income: [ncome tax rate:

$0 - $50,000 ......cceeverererrirrriereereseierenas 15 percent of taxable income
$50,001 - $75,000 ......ccoevvrereriiririrrernns 25 percent of taxable income
$75,001 - $5,000,000........cccevrerrrrernnes 32 percent of taxable income
$5,000,001 - $10,000,000................... 34 percent of taxable income
Over $10,000,000 35 percent of taxable income

The benefit of the first three graduated rates described above is phased out by a five-
percent surcharge for corporations with taxable income between $5,000,000 and $7,205,000.
Also, the benefit of the 34-percent rate is phased out by a three-percent surcharge for
corporations with taxable income between $15 million and $18,333,333; a corporation with
taxable income of $18,333,333 or more effectively is subject to aflat rate of 35 percent.

Table4.—-Marginal Federal Corporate Income Tax Ratesfor 2008-2010

Taxable income: [ncome tax rate:

$0 - $50,000 ......ccveverereirrrirrereereseeierenas 15 percent of taxable income
$50,001 - $75,000 ......ccovvvrrrereiririrrernas 25 percent of taxable income
$75,001 - $1,000,000........cccvirerrrrerenes 32 percent of taxable income
$1,000,001 - $10,000,000................... 34 percent of taxable income
Over $10,000,000 35 percent of taxable income

The benefit of the first three graduated rates described above is phased out by afive-
percent surcharge for corporations with taxable income between $1,000,000 and $1,605,000.
Also, the benefit of the 34-percent rate is phased out by a three-percent surcharge for
corporations with taxable income between $15 million and $18,333,333; a corporation with
taxable income of $18,333,333 or more effectively is subject to aflat rate of 35 percent.

Table5.—-Marginal Federal Corporate Income Tax Rates for 2005-2007

Taxable income: [ncome tax rate:

$0 - $50,000 ......ccveverererririerereereseeierenas 15 percent of taxable income
$50,001 - $75,000 ......ccoevrrrrereiririrrernas 25 percent of taxable income
$75,001 - $1,000,000........cccvirerrrrerenes 33 percent of taxable income
$1,000,001 - $10,000,000................... 34 percent of taxable income
Over $10,000,000 35 percent of taxable income



The benefit of the first three graduated rates described above is phased out by afive-
percent surcharge for corporations with taxable income between $1,000,000 and $1,420,000.
Also, the benefit of the 34-percent rate is phased out by athree-percent surcharge for
corporati ons with taxable income between $15 million and $18,333,333; a corporation with
taxable income of $18,333,333 or more effectively is subject to aflat rate of 35 percent.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2004.



1. JOB CREATION INCENTIVES FOR MANUFACTURES,
SMALL BUSINESSES, AND FARMERS

A. Extension of Increased Section 179 Expensing
for Small Businesses

Present L aw

Present law provides that, in lieu of depreciation, ataxpayer with a sufficiently small
amount of annual investment may elect to deduct such costs. The Jobs and Growth Tax Relief
Reconciliation Act (JGTRRA) of 20032 increased the amount a taxpayer may deduct, for taxable
years beginning in 2003 through 2005, to $100,000 of the cost of qualifying property placed in
service for the taxable year.® In general, qualifying property is defined as depreciable tangible
personal property (and certain computer software) that is purchased for use in the active conduct
of atrade or business. The $100,000 amount is reduced (but not below zero) by the amount by
which the cost of qualifying property placed in service during the taxable year exceeds $400,000.
The $100,000 and $400,000 amounts are indexed for inflation.

Prior to the enactment of JGTRRA (and for taxable years beginning in 2006 and
thereafter) ataxpayer with a sufficiently small amount of annual investment could elect to deduct
up to $25,000 of the cost of qualifying property placed in service for the taxable year. The
$25,000 amount was reduced (but not below zero) by the amount by which the cost of qualifying
property placed in service during the taxable year exceeds $200,000. In general, qualifying
property is defined as depreciable tangible personal property that is purchased for usein the
active conduct of atrade or business.

The amount eligible to be expensed for a taxable year may not exceed the taxable income
for ataxable year that is derived from the active conduct of atrade or business (determined
without regard to this provision). Any amount that is not allowed as a deduction because of the
taxable income limitation may be carried forward to succeeding taxable years (subject to similar
limitations). No general business credit under section 38 is allowed with respect to any amount
for which a deduction is allowed under section 179.

Under present law, an expensing election is made under rules prescribed by the
Secretary.’® Applicable Treasury Regulations provide that an expensing election generally is
made on the taxpayer's original return for the taxable year to which the election relates.™*

8 Pub. Law No. 108-27, sec. 202 (2003).

® Additional section 179 incentives are provided with respect to a qualified property used
by a businessin the New York Liberty Zone (sec. 1400L (f)), an empowerment zone (sec.
1397A), or arenewa community (sec. 1400J).

10 sec. 179(c) (D).

10



Prior to the enactment of JGTRRA (and for taxable years beginning in 2006 and
thereafter), an expensing election may be revoked only with consent of the Commissioner.*
JGTRRA permits taxpayers to revoke expensing elections on amended returns without the
consegt of the Commissioner with respect to a taxable year beginning after 2002 and before
2006.

Description of Proposal

The proposal extends the increased amount that a taxpayer may deduct, and other
changes that were made by JGTRRA of 2003, for an additional two years. Thus, the proposal
provides that the maximum dollar amount that may be deducted under section 179 is $100,000
for property placed in service in taxable years beginning before 2008 ($25,000 for taxable years
beginning in 2008 and thereafter). In addition, the $400,000 amount applies for property placed
in service in taxable years beginning before 2008 ($200,000 for taxable years beginning in 2008
and thereafter). The proposal extends, through 2007 (from 2005), the indexing for inflation of
both the maximum dollar amount that may be deducted and the $400,000 amount. The proposal
also includes off-the-shelf computer software placed in service in taxable years beginning before
2008 as qualifying property. The proposal permits taxpayers to revoke expensing elections on
amended returns without the consent of the Commissioner with respect to a taxable year
beginning before 2008. The Committee expects that the Secretary will prescribe regulationsto
permit a taxpayer to make an expensing election on an amended return without the consent of the
Commissioner.

Effective Date

The proposal is effective on the date of enactment.

" Tress. Reg. sec. 1.179-5. Under these regulations, a taxpayer may make the election
on the original return (whether or not the return is timely), or on an amended return filed by the
due date (including extensions) for filing the return for the tax year the property was placed in
service. If the taxpayer timely filed an origina return without making the election, the taxpayer
may still make the election by filing an amended return within six months of the due date of the
return (excluding extensions).

12 Sec. 179(c)(2).

B 4.
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B. Depreciation

1. Recovery period for depreciation of certain leasehold improvements and restaur ant
property

Present L aw

A taxpayer generally must capitalize the cost of property used in atrade or business and
recover such cost over time through annual deductions for depreciation or amortization. Tangible
property generally is depreciated under the modified accelerated cost recovery system
(“MACRS’), which determines depreciation by applying specific recovery periods, placed-in-
service conventions, and depreciation methods to the cost of various types of depreciable
property (sec. 168). The cost of nonresidential real property is recovered using the straight-line
method of depreciation and arecovery period of 39 years. Nonresidential real property is subject
to the mid-month placed-in-service convention. Under the mi d-month convention, the
depreciation allowance for the first year property is placed in service is based on the number of
months the property was in service, and property placed in service at any time during amonth is
treated as having been placed in service in the middle of the month.

Depreciation of leasehold improvements

Depreciation allowances for improvements made on leased property are determined
under MACRS, even if the MACRS recovery period assigned to the property islonger than the
term of the lease (sec. 168(i)(8)).** This rule applies regardless of whether the lessor or the
lessee places the leasehold improvements in service™ I aleasehold improvement constitutes
an addition or improvement to nonresidential real property already placed in service, the
improvement is depreciated using the straight-line method over a 39-year recovery period,
beginning in the month the addition or improvement was placed in service (secs. 168(b)(3), (),
(d)(2), and (i)(6))."

¥ The Tax Reform Act of 1986 modified the Accelerated Cost Recovery System
("ACRS") to institute MACRS. Prior to the adoption of ACRS by the Economic Recovery Tax
Act of 1981, taxpayers were allowed to depreciate the various components of abuilding as
separate assets with separate useful lives. The use of component depreciation was repealed upon
the adoption of ACRS. The Tax Reform Act of 1986 also denied the use of component
depreciation under MACRS.

> Former sections 168(f)(6) and 178 provided that, in certain circumstances, a lessee
could recover the cost of leasehold improvements made over the remaining term of the lease.
The Tax Reform Act of 1986 repealed these provisions.

18 |f the improvement is characterized as tangible personal property, ACRS or MACRS
depreciation is calculated using the shorter recovery periods, accelerated methods, and
conventions applicable to such property. The determination of whether improvements are
characterized as tangible personal property or as nonresidential real property often depends on
whether or not the improvements constitute a “ structural component” of a building (as defined by
Treas. Reg. sec. 1.48-1(e)(1)). See, e.g., Metro National Corp v. Commissioner, 52 TCM (CCH)
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Qualified leasehold improvement property

The Job Creation and Worker Assistance Act of 2002, as amended by the Jobs and
Growth Tax Relief Reconciliation Act of 2003, generally provides an additional first-year
depreciation deduction equal to either 30 percent or 50 percent of the adjusted basis of qualified
property placed in service before January 1, 2005. Qualified property includes qualified
leasehold improvement property. For this purpose, qualified leasehold improvement property is
any improvement to an interior portion of abuilding that is nonresidential real property, provided
certain requirements are met. The improvement must be made under or pursuant to alease either
by the lessee (or sublessee), or by the lessor, of that portion of the building to be occupied
exclusively by the lessee (or sublessee). The improvement must be placed in service more than
three years after the date the building was first placed in service. Qualified leasehold
improvement property does not include any improvement for which the expenditure is
attributable to the enlargement of the building, any elevator or escalator, any structural
component benefiting acommon area, or the internal structural framework of the building.

Treatment of dispositions of leasehold improvements

A lessor of leased property that disposes of aleasehold improvement that was made by
the lessor for the lessee of the property may take the adjusted basis of the improvement into
account for purposes of determining gain or lossif the improvement is irrevocably disposed of or
abandoned by the lessor at the termination of the lease. This rule conforms the treatment of
lessors and lessees with respect to leasehold improvements disposed of at the end of aterm of
lease.

Description of Proposal

The proposal provides a statutory 15-year recovery period for qualified leasehold
improvement property placed in service before January 1, 2006."" The proposal requires that
qualified leasehold improvement property be recovered using the straight-line method.

Qualified leasehold improvement property is defined as under present law for purposes of
the additional first-year depreciation deduction (sec. 168(k)), with the following modification. If
alessor makes an improvement that qualifies as qualified leasehold improvement property such
improvement shall not qualify as qualified leasehold improvement property to any subsequent
owner of such improvement. An exception to the rule appliesin the case of death and certain
transfers of property that qualify for non-recognition treatment.

The proposal also provides a statutory 15-year recovery period for qualified restaurant
property placed in service before January 1, 2006.*® For purposes of the proposal, qualified

1440 (1987); King Radio Corp Inc. v. U.S,, 486 F.2d 1091 (10th Cir. 1973); Mallinckrodt, Inc. v.
Commissioner, 778 F.2d 402 (8th Cir. 1985) (with respect to various leasehold improvements).

" Qualified leasehold improvement property continues to be eligible for the additional
first-year depreciation deduction under sec. 168(k).
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restaurant property means any improvement to a building if such improvement is placed in
service more than three years after the date such building was first placed in service and more
than 50 percent of the building’s square footage is devoted to the preparation of, and seating for,
on-premises consumption of prepared meals. The proposal requiresthat qualified restaurant
property be recovered using the straight-line method.

Effective Date

The proposal is effective for property placed in service after the date of enactment.
2. Modification of depreciation allowance for aircraft

Present L aw
In general

A taxpayer is allowed to recover, through annual depreciation deductions, the cost of
certain property used in atrade or business or for the production of income. The amount of the
depreciation deduction allowed with respect to tangible property for ataxable year is determined
under the modified accelerated cost recovery system (“MACRS’). Under MACRS, different
types of property generally are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible persona property range from 3 to 25 years. The
depreciation methods generally applicable to tangible personal property are the 200-percent and
150-percent declining balance methods, switching to the straight-line method for the taxable year
in which the depreciation deduction would be maximized.

Thirty-percent additional first year depreciation deduction

The Job Creation and Worker Assistance Act of 2002*° (“*JCWAA”) alows an additional
first-year depreciation deduction equal to 30 percent of the adjusted basis of qualified property.®
The amount of the additional first-year depreciation deduction is not affected by a short taxable
year. The additional first-year depreciation deduction is allowed for both regular tax and
alternative minimum tax purposes for the taxable year in which the property is placed in
service? The basis of the property and the depreciation allowances in the year of purchase and

8 Qualified restaurant property would become eligible for the additional first-year
depreciation deduction under sec. 168(k) by virtue of the assigned 15-year recovery period.

9 Pub. Law No. 107-147, sec. 101 (2002), as amended by Pub. Law No. 108-27, sec.
201 (2003).

? The additional first-year depreciation deduction is subject to the general rules
regarding whether an item is deductible under section 162 or subject to capitalization under
section 263 or section 263A.

! However, the additional first-year depreciation deduction is not allowed for purposes
of computing earnings and profits.
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later years are appropriately adjusted to reflect the additional first-year depreciation deduction.

In addition, there are generally no adjustments to the allowable amount of depreciation for
purposes of computing a taxpayer’s aternative minimum taxable income with respect to property
to which the provision applies. A taxpayer is alowed to elect out of the additional first-year
depreciation for any class of property for any taxable year.?

In order for property to qualify for the additional first-year depreciation deduction, it
must meet al of the following requirements. First, the property must be property (1) to which
MACRS applies with an applicable recovery period of 20 yearsor less, (2) water utility property
(as defined in section 168(e)(5)), (3) computer software other than computer software covered by
section 197, or (4) qualified leasehold improvement property (as defined in section 168(k)(3)). %
Second, the original use® of the property must commence with the taxpayer on or after
September 11, 2001. Third, the taxpayer must acquire the property within the applicable time
period. Finaly, the property must be placed in service before January 1, 2005.

An extension of the placed-in-service date of one year (i.e., January 1, 2006) is provided
for certain property with arecovery period of ten years or longer and certain transportation
property.? Transportation property is defined as tangible personal property used in the trade or
business of transporting persons or property.

The applicable time period for acquired property is (1) after September 10, 2001 and
before January 1, 2005, but only if no binding written contract for the acquisition isin effect
before September 11, 2001, or (2) pursuant to a binding written contract which was entered into
after September 10, 2001, and before January 1, 2005.% For property eligible for the extended

2 A taxpayer may elect out of the 50-percent additional first-year depreciation
(discussed below) for any class of property and still be eligible for the 30-percent additional first-
year depreciation.

2 A special rule precludes the additional first-year depreciation deduction for any
property that is required to be depreciated under the alternative depreciation system of MACRS.

# The term “original use” means the first use to which the property is put, whether or not
such use corresponds to the use of such property by the taxpayer.

If, in the normal course of its business, ataxpayer sells fractional interestsin property to
unrelated third parties, then the original use of such property begins with the first user of each
fractional interest (i.e., each fractional owner is considered the original user of its proportionate
share of the property).

% |n order for property to qualify for the extended placed-in-service date, the property
must be subject to section 263A by reason of having a production period exceeding two years or
an estimated production period exceeding one year and a cost exceeding $1 million.

% Property does not fail to qualify for the additional first-year depreciation merely
because a binding written contract to acquire a component of the property isin effect prior to
September 11, 2001.
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placed-in-service date, a special rule limits the amount of costs eligible for the additional first
year depreciation. With respect to such property, only the portion of the basis that is properly
attributable to the costs incurred before January 1, 2005 (“progress expenditures’) is eligible for
the additional first-year depreciation.”’

Fifty-per cent additional first year depreciation

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (JGTRRA”)? providesan
additional first-year depreciation deduction equal to 50 percent of the adjusted basis of qualified
property. Qualified property is defined in the same manner as for purposes of the 30-percent
additional first-year depreciation deduction provided by the JCWAA except that the applicable
time period for acquisition (or self construction) of the property is modified. Property eligible
for the 50-percent additional first-year depreciation deduction is not eligible for the 30-percent
additional first-year depreciation deduction.

In order to qualify, the property must be acquired after May 5, 2003 and before January
1, 2005, and no binding written contract for the acquisition can be in effect before May 6,
2003.% With respect to property that is manufactured, constructed, or produced by the taxpayer
for use by the taxpayer, the taxpayer must begin the manufacture, construction, or production of
the property after May 5, 2003. For property eligible for the extended placed-in-service date
(i.e., certain property with arecovery period of ten years or longer and certain transportation
property), a special rule limits the amount of costs eligible for the additional first-year
depreciation. With respect to such property, only progress expenditures properly attributable to
the costs incurred before January 1, 2005 are eligible for the additional first-year depreciation.®

Description of Proposal

The proposal provides criteria under which certain non-commercial aircraft can qualify
for the extended placed in service date. Qualifying aircraft would be eligible for the additional
first-year depreciation deduction if placed in service before January 1, 2006. In order to qualify,
the aircraft must:

% For purposes of determining the amount of eligible progress expenditures, it is
intended that rules similar to sec. 46(d)(3) asin effect prior to the Tax Reform Act of 1986 shall

apply.
% Pub. L. No. 108-27, sec. 201 (2003).

® Property does not fail to qualify for the additional first-year depreciation merely
because a binding written contract to acquire a component of the property isin effect prior to
May 6, 2003. However, no 50 percent additional first-year depreciation is permitted on any such
component. No inference isintended as to the proper treatment of components placed in service
under the 30 percent additional first-year depreciation provided by the JCWAA.

¥ For purposes of determining the amount of eligible progress expenditures, it is
intended that rules similar to sec. 46(d)(3) asin effect prior to the Tax Reform Act of 1986 shall

apply.
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(a) meet the appropriate placed-in-service date requirements;

(b) not be tangible personal property used in the trade or business of transporting persons
or property (except for agricultural or firefighting purposes);

(c) be purchased by a purchaser who, at the time of the contract for purchase, has made a
nonrefundable deposit of at least ten percent of the cost or $100,000; and

(d) have an estimated production period exceeding four months and a cost exceeding
$200,000.

Effective Date

The proposal is effective asif included in the amendments made by section 101 of the
Job Creation and Worker Assistance Act of 2002, which appliesto property placed in service
after September 10, 2001. However, because the property described by the provision qualifies
for the additional first-year depreciation deduction under present law if placed in service prior to
January 1, 2005, the provision will only modify the treatment of property placed in service
during calendar year 2005.

3. Madification of placed in service rule for bonus depreciation property
Present L aw

Section 101 of the Job Creation and Worker Assistance Act of 2002 (“*JCWAA™)
provides generally for 30-percent additional first-year depreciation, and provides a binding
contract rule in determining property that qualifies for it. The requirements that must be satisfied
in order for property to qualify include that (1) the origina use of the property must commence
with the taxpayer on or after September 11, 2001, (2) the taxpayer must acquire the property
after September 10, 2001 and before September 11, 2004, and (3) no binding written contract for
the acquisition of the property isin effect before September 11, 2001 (or, in the case of self-
constructed property, manufacture, construction, or production of the property does not begin
before September 11, 2001). In addition, the Act provides a special rule in the case of certain
leased property. In the case of any property that is originally placed in service by a person and
that is sold to the taxpayer and leased back to such person by the taxpayer within three months
after the date that the property was placed in service, the property istreated as originaly placed
in service by the taxpayer not earlier than the date that the property is used under the |easeback.
The Act did not specifically address the syndication of alease by the lessor.

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“JGTRRA™) provides an
additional first-year depreciation deduction equal to 50 percent of the adjusted basis of qualified
property. Qualified property is defined in the same manner as for purposes of the 30-percent
additional first-year depreciation deduction provided by the JCWAA except that the applicable
time period for acquisition (or self construction) of the property is modified. Property with
respect to which the 50-percent additional first-year depreciation deduction is claimed is not also
eligible for the 30-percent additional first-year depreciation deduction. In order to qualify, the
property must be acquired after May 5, 2003 and before January 1, 2005, and no binding written
contract for the acquisition can bein effect before May 6, 2003. With respect to property that is
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manufactured, constructed, or produced by the taxpayer for use by the taxpayer, the taxpayer
must begin the manufacture, construction, or production of the property after May 5, 2003.

Description of Proposal

The proposal providesthat if property isoriginally placed in service by alessor
(including by operation of section 168(k)(2)(D)(i)), such property is sold within three months
after the date that the property was placed in service, and the user of such property does not
change, then the property is treated as originally placed in service by the taxpayer not earlier than
the date of such sale. The provision also provides a special rule in the case of multiple units of
property subject to the same lease. In such cases, property will qualify as placed in service on
the date of saleif it is sold within three months after the final unit is placed in service, so long as
the period between the time the first and last units are placed in service does not exceed 12
months.

Effective Date

The proposal is generally effective asif included in the amendments made by section 101
of the Job Creation and Worker Assistance Act of 2002. However, the specia rule in the case of
multiple units of property subject to the same lease applies to property sold after June 4, 2004.
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C. Proposals Relating to S Corporation Reform and Simplification
Overview

In general, an S corporation is not subject to corporate-level income tax on itsitems of
income and loss. Instead, an S corporation passes through its items of income and loss to its
shareholders. The shareholders take into account separately their shares of these items on their
individual income tax returns. To prevent double taxation of these items when the stock is|ater
disposed of, each shareholder’ s basisin the stock of the S corporation isincreased by the amount
included in income (including tax-exempt income) and is decreased by the amount of any losses
(including nondeductible losses) taken into account. A shareholder’sloss may be deducted only
to the extent of his or her basis in the stock or debt of the corporation. To the extent alossis not
allowed due to this limitation, the loss generally is carried forward with respect to the
shareholder.

1. Shareholdersof an S corporation
Present L aw
In general

A small business corporation may elect to be an S corporation with the consent of al its
shareholders, and may terminate its election with the consent of shareholders holding more than
50 percent of the stock. A "small business corporation” is defined as a domestic corporation
which is not an ineligible corporation and which has (1) no more than 75 shareholders, all of
whom are individuals (and certain trusts, estates, charities, and qualified retirement plans)® who
are citizens or residents of the United States, and (2) only one class of stock. For purposes of the
75-shareholder limitation, a husband and wife are treated as one shareholder. An"ineligible
corporation” means a corporation that is afinancial institution using the reserve method of
accounting for bad debts, an insurance company, a corporation electing the benefits of the Puerto
Rico and possessions tax credit, a Domestic International Sales Corporation (“DISC”) or former
DISC.

I ndividual retirement accounts

Anindividual retirement account (“IRA”) isatrust or account established for the
exclusive benefit of an individual and his or her beneficiaries. There are two general types of
IRAS:. traditional IRAS, to which both deductible and nondeductible contributions may be made,
and Roth IRAS, contributions to which are not deductible. Amounts held in atraditional IRA are
includible in income when withdrawn (except to the extent the withdrawal is areturn of
nondeductible contributions). Amounts held in a Roth IRA that are withdrawn as a qualified

3 |f acharity or aqualified retirement plan holds stock in an S corporation, the interest
held istreated as an interest in an unrelated trade or business, and the charity’s or plan’s share of
the S corporation’ s items of income, loss, or deduction, and gain or loss on the disposition of the
S corporation stock, are taken into account in computing unrelated business taxable income.
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distribution are not includible in income; distributions from a Roth IRA that are not qualified
distributions are includible in income to the extent attributable to earnings. A qualified
distribution is a distribution that (1) is made after the five-taxable year period beginning with the
first taxable year for which the individual made a contribution to a Roth IRA, and (2) is made
after attainment of age 59-1/2, on account of death or disability, or is made for first-time
homebuyer expenses of up to $10,000.

Under present law, an IRA cannot be a shareholder of an S corporation.

Certain transactions are prohibited between an IRA and the individual for whose benefit
the IRA is established, including a sale of property by the IRA to theindividual. If a prohibited
transaction occurs between an IRA and the IRA beneficiary, the account ceases to be an IRA,
and an amount equal to the fair market value of the assets held in the IRA is deemed distributed
to the beneficiary.

Description of Proposal

In general

The bill providesthat all family members can elect to be treated as one shareholder for
purposes of determining the number of shareholders in the corporation. A family is defined as
the lineal descendants of a common ancestor (and their spouses). The common ancestor cannot
be more than three generations removed from the youngest generation of shareholder at the time
the S election is made (or the effective date of this proposal, if later). Except as provided by
Treasury regulations, the election for afamily may be made by any family member and remains
in effect until terminated.

The bill increases the maximum number of eligible shareholders from 75 to 100.

Individual retirement accounts

The bill allows an IRA (including a Roth IRA) to be a shareholder of abank that isan S
corporation, but only to the extent of bank stock held by the IRA on the date of enactment of the
proposal . ®

The bill also provides an exemption from prohibited transaction treatment for the sale by
an IRA to the IRA beneficiary of bank stock held by the IRA on the date of enactment of the
proposal. Under the bill, asaleisnot a prohibited transaction if: (1) the saleispursuanttoan S
corporation election by the bank; (2) the saleisfor fair market value (as established by an
independent appraiser) and is on terms at least as favorable to the IRA as the terms would be on
asaleto an unrelated party; (3) the IRA incurs no commissions, costs, or other expensesin
connection with the sale; and (4) the stock is sold in asingle transaction for cash not later than
120 days after the S corporation election is made.

¥ Under the bill, the present-law rules treating S corporation stock held by a qualified
retirement plan or a charity as an interest in an unrelated trade or business apply also to an IRA
holding stock of abank that isan S corporation.
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Effective Date

The proposals generally apply to taxable years beginning after December 31, 2004. The
provision relating to IRAs takes effect on the date of enactment.

2. Treatment of Scor poration shareholders
(a) Electing small businesstrusts
Present L aw

An electing small businesstrust (“ESBT”) holding stock in an S corporation is taxed at
the maximum individual tax rate on its ratable share of items of income, deduction, gain, or loss
passing through from the S corporation. An ESBT generally is an electing trust all of whose
beneficiaries are eligible S corporation shareholders. For purposes of determining the maximum
number of shareholders, each person who is entitled to receive a distribution from the trust
(“potential current beneficiary”) is treated as a shareholder during the period the person may
receive a distribution from the trust.

An ESBT has 60 days to dispose of the S corporation stock after an ineligible shareholder
becomes a potential current beneficiary to avoid disqualification.

Description of Proposal

Under the bill, powers of appointment to the extent not exercised are disregarded in
determining the potential current beneficiaries of an electing small business trust.

The bill increases the period during which an ESBT can dispose of S corporation stock
after an ineligible shareholder becomes a potential current beneficiary from 60 days to one year.

Effective Date

The proposal applies to taxable years beginning after December 31, 2004.
(b) Qualified subchapter Strusts
Present L aw

Under present law, the share of income of an S corporation whose stock is held by a
qualified subchapter Strust (“QSST”), with respect to which the beneficiary makes an election,
istaxed to the beneficiary. However, the trust, and not the beneficiary, is treated as the owner of
the S corporation stock for purposes of determining the tax consequences of the disposition of
the S corporation stock by the trust. A QSST generally isatrust with one individua income
beneficiary for the life of the beneficiary.
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Description of Proposal

Under the bill, the beneficiary of a qualified subchapter Strust is generally alowed to
deduct suspended losses under the at-risk rules and the passive loss rules when the trust disposes
of the S corporation stock.

Effective Date

The proposal applies to taxable years beginning after December 31, 2004.
(c) Transfersof lossesincident to divorce, etc.
Present L aw

Under present law, any loss or deduction that is not allowed to a shareholder of an S
corporation, because the loss exceeds the shareholder’ s basis in stock and debt of the
corporation, is treated as incurred by the S corporation with respect to that shareholder in the
subsequent taxable year.

Description of Proposal

Under the bill, if ashareholder’s stock in an S corporation is transferred to a spouse, or to
aformer spouse incident to adivorce, any suspended loss or deduction with respect to that stock
istreated as incurred by the corporation with respect to the transferee in the subsequent taxable
year.

Effective Date

The proposal applies to taxable years beginning after December 31, 2004.
3. Proposalsrelating to banks

(a) Exclusion of investment securitiesincome from passiveincometest for bank S
cor por ations

Present L aw

An S corporation is subject to corporate-level tax, at the highest corporate tax rate, on its
excess net passive income if the corporation has (1) accumulated earnings and profits at the close
of the taxable year and (2) gross receipts more than 25 percent of which are passive investment
income. In addition, an S corporation election is terminated whenever the S corporation has
accumulated earnings and profits at the close of three consecutive taxable years and has gross
receipts for each of those years more than 25 percent of which are passive investment income.

Excess net passive income is the net passive income for ataxable year multiplied by a
fraction, the numerator of whichisthe amount of passive investment income in excess of 25
percent of gross receipts and the denominator of which is the passive investment income for the
year. Net passive income is defined as passive investment income reduced by the allowable
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deductions that are directly connected with the production of that income. Passive investment
income generally means gross receipts derived from royalties, rents, dividends, interest,
annuities, and sales or exchanges of stock or securities (to the extent of gains). Passive
investment income generally does not include interest on accounts receivable, gross receipts that
are derived directly from the active and regular conduct of alending or finance business, gross
receipts from certain liquidations, or gain or loss from any section 1256 contract (or related
property) of an options or commodities dealer.

Description of Proposal

The bill provides that, in the case of a bank or bank holding company, interest income
and dividends on assets required to be held by the bank or bank holding company are not treated
as passive investment income for purposes of applying the excess net passive income rules.

Effective Date

The proposal applies to taxable years beginning after December 31, 2004.
(b) Treatment of qualifying director shares
Present L aw
An S corporation may have only one outstanding class of stock.

An S corporation has one class of stock if all outstanding shares of stock confer identical
rights to distribution and liquidation proceeds. Differencesin voting rights are disregarded.

Description of Proposal

Under the bill, restricted bank director stock is not taken into account as outstanding
stock in applying the provisions of subchapter S. Thus, the stock will not be treated as a second
class of stock; the holder of the stock will not be treated as a shareholder by reason of the
ownership of the stock; and the stock will be disregarded in alocating items of income, |oss, etc.
among the shareholders.

Restricted bank director stock means shares in a bank (as defined in section 581), a bank
holding company (within the meaning of section 2(a) of the Bank Holding Company Act of
1956), or afinancial holding company (as defined in section 2(p) of that Act) held by an
individual solely by reason of status as a director of the bank or company and which are subject
to an agreement with the bank or holding company (or corporation in control of the bank or
company) pursuant to which the holder agrees to sell the stock back upon ceasing to be a director
at the same price the individual acquired the stock.

Distributions (not in exchange for the stock) with respect to the restricted shares are
includible in the gross income of the director and deductible by the S corporation.
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Effective Date

The proposal applies to taxable years beginning after December 31, 2004.
4. Qualified subchapter Ssubsidiaries

(a) Relief from inadvertently invalid qualified subchapter S subsidiary electionsand
terminations

Present L aw

Under present law, inadvertent invalid subchapter S elections and terminations may be
waived.

Description of Proposal

The bill allowsinadvertent invalid qualified subchapter S subsidiary elections and
terminations to be waived by the IRS.

Effective Date

The proposal applies to taxable years beginning after December 31, 2004.
(b) Information returnsfor qualified subchapter S subsidiaries
Present L aw

Under present law, a corporation all of whose stock is held by an S corporation is treated
asaqualified subchapter S subsidiary if the S corporation so elects. The assets, liabilities, and
items of income, deduction, and credit of the subsidiary are treated as assets, liabilities, and items
of the parent S corporation.

Description of Proposal

The bill provides authority to the Secretary of the Treasury to provide guidance regarding
information returns of qualified subchapter S subsidiaries.

Effective Date

The proposal applies to taxable years beginning after December 31, 2004.
5. Repayment of loan for qualifying employer securities held by an ESOP
Present L aw
An employee stock ownership plan (an “ESOP”) is a defined contribution plan that is
designated as an ESOP and is designed to invest primarily in qualifying employer securities. For

purposes of ESOP investments, a“ qualifying employer security” is defined as. (1) publicly
traded common stock of the employer or a member of the same controlled group; (2) if thereis
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no such publicly traded common stock, common stock of the employer (or member of the same
controlled group) that has both voting power and dividend rights at least as great as any other
class of common stock; or (3) noncallable preferred stock that is convertible into common stock
described in (1) or (2) and that meets certain requirements. In some cases, an employer may
design aclass of preferred stock that meets these requirements and that is held only by the ESOP.
Special rules apply to ESOPs that do not apply to other types of qualified retirement plans,
including a specia exemption from the prohibited transaction rules.

Certain transactions between an employee benefit plan and a disqualified person,
including the employer maintaining the plan, are prohibited transactions that result in the
imposition of an excise tax.* Prohibited transactions include, among other transactions, (1) the
sale, exchange or leasing of property between a plan and a disqualified person, (2) the lending of
money or other extension of credit between a plan and a disqualified person, and (3) the transfer
to, or use by or for the benefit of, adisqualified person of the income or assets of the plan.
However, certain transactions are exempt from prohibited transaction treatment, including
certain loans to enable an ESOP to purchase qualifying employer securities.® In such acase, the
employer securities purchased with the loan proceeds are generally pledged as security for the
loan. Contributions to the ESOP and dividends paid on employer securities held by the ESOP
are used to repay the loan. The employer securities are held in a suspense account and rel eased
for alocation to participants accounts as the loan is repaid.

A loan to an ESOP is exempt from prohibited transaction treatment if the loan is
primarily for the benefit of the participants and their beneficiaries, the loan is at a reasonable rate
of interest, and the collateral given to adisqualified person consists of only qualifying employer
securities. No person entitled to payments under the loan can have the right to any assets of the
ESOP other than (1) collateral given for the loan, (2) contributions made to the ESOP to meet its
obligations on the loan, and (3) earnings attributable to the collateral and the investment of
contributions described in (2).* In addition, the payments made on the loan by the ESOP during
aplan year cannot exceed the sum of those contributions and earnings during the current and
prior years, less loan payments made in prior years.

An ESOP of aC corporation is not treated as violating the qualification requirements of
the Code or as engaging in a prohibited transaction merely because, in accordance with plan
provisions, adividend paid with respect to qualifying employer securities held by the ESOP is
used to make payments on aloan (including payments of interest aswell as principal) that was
used to acquire the employer securities (whether or not allocated to participants).® In the case of
adividend paid with respect to any employer security that is allocated to a participant, thisrelief

3 sec. 4975.

¥ Sec. 4975(d)(3). An ESOP that borrows money to purchase employer stock is referred
to asa“leveraged’” ESOP.

® Treas. Reg. sec. 54.4975-7(b)(5).

% Sec. 404(k)(5)(B).
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does not apply unless the plan provides that employer securities with afair market value of not
less than the amount of the dividend is allocated to the participant for the year which the
dividend would have been allocated to the participant.

Description of Proposal

Under the bill, an ESOP maintained by an S corporation is not treated as violating the
gualification requirements of the Code or as engaging in a prohibited transaction merely because,
in accordance with plan provisions, a distribution made with respect to S corporation stock that
constitutes qualifying employer securities held by the ESOP is used to repay aloan that was used
to acquire the securities (whether or not allocated to participants). Thisrelief does not apply in
the case of adistribution with respect to S corporation stock that is allocated to a participant
unless the plan provides that stock with afair market value of not less than the amount of such
distribution is allocated to the participant for the year which the distribution would have been
allocated to the participant.

Effective Date

The proposal is effective for distributions made with respect to S corporation stock after
December 31, 2004.

3 Sec. 404(k)(2)(B).
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D. Alternative Minimum Tax Relief

1. Foreign tax credit under the alternative minimum tax; expansion of exemption from
alternative minimum tax for small corporations; coordinate farmers income aver aging
and the alter native minimum tax

Present L aw
In general

Under present law, taxpayers are subject to an aternative minimum tax ("AMT"), which
is payable, in addition to all other tax liabilities, to the extent that it exceeds the taxpayer's
regular income tax liability. The tax isimposed at aflat rate of 20 percent, in the case of
corporate taxpayers, on aternative minimum taxable income ("AMTI") in excess of a phased-out
exemption amount. AMTI isthe taxpayer's taxable income increased for certain tax preferences
and adjusted by determining the tax treatment of certain items in a manner that limits the tax
benefits resulting from the regular tax treatment of such items.

Foreign tax credit

Taxpayers are permitted to reduce their AMT liability by an AMT foreign tax credit. The
AMT foreign tax credit for ataxable year is determined under principles similar to those used in
computing the regular tax foreign tax credit, except that (1) the numerator of the AMT foreign
tax credit limitation fraction is foreign source AMTI and (2) the denominator of that fractionis
total AMTI. Taxpayers may elect to use astheir AMT foreign tax credit limitation fraction the
ratio of foreign source regular taxable income to total AMTI.

The AMT foreign tax credit for any taxable year generally may not offset a taxpayer's
entire pre-credit AMT. Rather, the AMT foreign tax credit is limited to 90 percent of AMT
computed without any AMT net operating loss deduction and the AMT foreign tax credit. For
example, assume that a corporation has $10 million of AMTI, hasno AMT net operating loss
deduction, and has no regular tax liability. In the absence of the AMT foreign tax credit, the
corporation's tax liability would be $2 million. Accordingly, the AMT foreign tax credit cannot
be applied to reduce the taxpayer's tax liability below $200,000. Any unused AMT foreign tax
credit may be carried back two years and carried forward five years for use against AMT in those
years under the principles of the foreign tax credit carryback and carryover rules set forth in
section 904(c).

Small cor poration exemption

Corporations with average gross receipts of less than $7.5 million for the prior three
taxable years are exempt from the corporate alternative minimum tax. The $7.5 million
threshold is reduced to $5 million for the corporation’s first 3-taxable year period.

Farmer income averaging

Anindividual taxpayer engaged in a farming business as defined by section 263A (e)(4)
may elect to compute his or her current year tax liability by averaging, over the prior three-year
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period, all or portion of hisor her taxable income from the trade or business of farming. The
averaging election is not coordinated with the alternative minimum tax. Thus, some farmers may
become subject to the alternative minimum tax solely as aresult of the averaging election.

Description of Proposal

The bill repeals the 90-percent limitation on the utilization of the AMT foreign tax credit.

The bill increases the amount of average gross recei pts that an exempt corporation may
receive from $7.5 million to $20 million.

The bill coordinates farmers income averaging with the alternative minimum tax. Under
the bill, afarmer would owe aternative minimum tax only to the extent he or she would owe
alternative minimum tax had averaging not been elected. Thisresult is achieved by excluding
the impact of the election to average farm income from the calculation of both regular tax and
tentative minimum tax, solely for the purpose of determining alternative minimum tax.

Effective Date

The proposal relating to the foreign tax credit applies to taxable years beginning after
December 31, 2004.

The proposal relating to the small corporation exemption applies to taxable years
beginning after December 31, 2005.

The proposal relating to farmers' income averaging applies to taxable years beginning
after December 31, 2003.
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E. Restructuring of Incentivesfor Alcohol Fuels
Present L aw

Alcohal fuelsincome tax credit

The alcohol fuels credit is the sum of three credits: the alcohol mixture credit, the a cohol
credit, and the small ethanol producer credit. Generally, the alcohol fuels credit expires after
December 31, 2007.%

A taxpayer (generally a petroleum refiner, distributor, or marketer) who mixes ethanol
with gasoline (or a special fuel®) is an “ethanol blender.” Ethanol blenders are eligible for an
income tax credit of 52 cents per gallon of ethanol used in the production of a qualified mixture
(the “acohol mixture credit”). A qualified mixture means a mixture of alcohol and gasoline, (or
of alcohol and a special fuel) sold by the blender asfuel, or used as fuel by the blender in
producing the mixture. The term alcohol includes methanol and ethanol but does not include
(1) acohol produced from petroleum, natural gas, or coal (including peat), or (2) alcohol with a
proof of lessthan 150. Businesses also may reduce their income taxes by 52 cents for each
gallon of ethanol (not mixed with gasoline or other special fuel) that they sell at the retail level as
vehicle fuel or use themselves asafuel in their trade or business (“the acohol credit”). The 52-
cents-per-gallon income tax credit rate is scheduled to decline to 51 cents per gallon during the
period 2005 through 2007. For blenders using an acohol other than ethanol, the rate is 60 cents
per gallon.®

A separate income tax credit is available for small ethanol producers (the “small ethanol
producer credit”). A small ethanol producer is defined as a person whose ethanol production
capacity does not exceed 30 million gallons per year. The small ethanol producer credit is 10
cents per gallon of ethanol produced during the taxable year for up to a maximum of 15 million
galons.

The credits that comprise the alcohol fuelstax credit are includible in income. The credit
may not be used to offset alternative minimum tax liability. The credit is treated as a general
business credit, subject to the ordering rules and carryforward/carryback rules that apply to
business credits generally.

* The alcohol fuels credit is unavailable when, for any period before January 1, 2008,
the tax rates for gasoline and diesel fuels drop to 4.3 cents per gallon.

® A special fuel includes any liquid (other than gasoline) that is suitable for usein an
internal combustion engine.

| n the case of any acohol (other than ethanol) with a proof that is at least 150 but less
than 190, the credit is 45 cents per gallon (the “low-proof blender amount”). For ethanol with a
proof that is at least 150 but less than 190, the low-proof blender amount is 38.52 cents for sales
or uses during calendar year 2004, and 37.78 cents for calendar years 2005, 2006, and 2007.
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Excise tax reductions for alcohol mixture fuels

Generally, motor fuels tax rates are as follows:*

Gasoline 18.3 cents per gallon
Diesdl fuel and kerosene 24.3 cents per galon
Special motor fuels 18.3 cents per gallon generaly

Alcohol-blended fuels are subject to areduced rate of tax. The benefits provided by the
alcohol fuelsincome tax credit and the excise tax reduction are integrated such that the alcohol
fuels credit is reduced to take into account the benefit of any excise tax reduction.

Gasohal

Registered ethanol blenders may forgo the full income tax credit and instead pay reduced
rates of excise tax on gasoline that they purchase for blending with ethanol. Most of the benefit
of the alcohol fuels credit is claimed through the excise tax system.

The reduced excise tax rates apply to gasohol upon its removal or entry. Gasohol is
defined as a gasoline/ethanol blend that contains 5.7 percent ethanol, 7.7 percent ethanol, or 10
percent ethanol. For the calendar year 2004, the following reduced rates apply to gasohol:*

5.7 percent ethanol 15.436 cents per gallon
7.7 percent ethanol 14.396 cents per gallon
10.0 percent ethanol 13.200 cents per gallon

Reduced excise tax rates al'so apply when gasoline is being purchased for the production
of “gasohol.” When gasoline is purchased for blending into gasohol, the rates above are
multiplied by afraction (e.g., 10/9 for 10-percent gasohol) so that the increased volume of motor
fuel will be subject to tax. The reduced tax rates apply if the person liable for thetax is
registered with the IRS and (1) produces gasohol with gasoline within 24 hours of removing or

' These fuels are also subject to an additional 0.1 cent-per-gallon excise tax to fund the
Leaking Underground Storage Tank Trust Fund. See secs. 4041(d) and 4081(a)(2)(B). In
addition, the basic fuel tax rate will drop to 4.3 cents per gallon beginning on October 1, 2005.

* These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking
Underground Storage Tank Trust Fund. These special rates will terminate after September 30,
2007 (sec. 4081(c)(8)).
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entering the gasoline or (2) gasoline is sold upon its removal or entry and such person has an
unexpired certificate from the buyer and has no reason to believe the certificate is false.”®

Qualified methanol and ethanol fuels

Qualified methanol or ethanol fuel isany liquid that contains at least 85 percent methanol
or ethanol or other acohol produced from a substance other than petroleum or natural gas.
These fuels are taxed at reduced rates.** The rate of tax on qualified methanol is 12.35 cents per
galon. Therate on qualified ethanol in 2004 is 13.15 cents. From January 1, 2005 through
September 30, 2007, the rate of tax on qualified ethanol is 13.25 cents.

Alcohol produced from natural gas

A mixture of methanol, ethanol, or other alcohol produced from natural gas that consists
of at least 85 percent alcohol is also taxed at reduced rates.® For mixtures not containing
ethanol, the applicable rate of tax is9.25 cents per gallon before October 1, 2005. In all other
cases, therateis 11.4 cents per galon. After September 30, 2005, the rate is reduced to 2.15
cents per gallon when the mixture does not contain ethanol and 4.3 cents per gallon in al other
cases.

Blends of alcohol and diesel fuel or special motor fuels

A reduced rate of tax appliesto diesel fuel or kerosene that is combined with acohol as
long as at least 10 percent of the finished mixture is acohol. If none of the acohol in the
mixture is ethanol, the rate of tax is 18.4 cents per gallon. For acohol mixtures containing
ethanol, the rate of tax in 2004 is 19.2 cents per gallon and 19.3 cents per gallon for 2005
through September 30, 2007. Fuel removed or entered for use in producing a 10 percent diesel-
alcohol fuel mixture (without ethanol), is subject to atax of 20.44 cents per gallon. The rate of
tax for fuel removed or entered for use to produce a 10 percent diesel-ethanol fuel mixtureis
21.333 cents per gallon for 2004 and 21.444 cents per gallon for the period January 1, 2005
through September 30, 2007.“

* Treas. Reg. sec. 48.4081-6(c). A certificate from the buyer assures that the gasoline
will be used to produce gasohol within 24 hours after purchase. A copy of the registrant’ s letter
of registration cannot be used as a gasohol blender’s certificate.

“ These reduced rates terminate after September 30, 2007. Included in these ratesis the
0.05-cent-per-gallon Leaking Underground Storage Tank Trust Fund tax imposed on such fuel.
(sec. 4041(b)(2)).

* These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking
Underground Storage Tank Trust Fund (sec. 4041(d)(1)).

% These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking
Underground Storage Tank Trust Fund.
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Specia motor fuel (nongasoline) mixtures with alcohol also are taxed at reduced rates.
Aviation fuel

Noncommercial aviation fuel is subject to atax of 21.9 cents per gallon.”” Fuel mixtures
containing at least 10 percent a cohol are taxed at lower rates® In the case of 10 percent ethanol
mixtures, for any sale or use during 2004, the 21.9 cents is reduced by 13.2 cents (for atax of 8.7
cents per gallon), for 2005, 2006, and 2007 the reduction is 13.1 cents (for atax of 8.8 cents per
galon) and is reduced by 13.4 centsin the case of any sale during 2008 or thereafter. For
mixtures not containing ethanol, the 21.9 cents is reduced by 14 cents for atax of 7.9 cents.
These reduced rates expire after September 30, 2007.

When aviation fuel is purchased for blending with alcohol, the rates above are multiplied
by afraction (10/9) so that the increased volume of aviation fuel will be subject to tax.

Refunds and payments

If fully taxed gasoline (or other taxable fuel) is used to produce a qualified alcohol
mixture, the Code permits the blender to file aclaim for aquick excise tax refund. Therefundis
equal to the difference between the gasoline (or other taxable fuel) excise tax that was paid and
the tax that would have been paid by aregistered blender on the alcohol fuel mixture being
produced. Generally, the IRS pays these quick refunds within 20 days. Interest accruesif the
refund is paid more than 20 days after filing. A claim may be filed by any person with respect to
gasoline, dieseal fuel, or kerosene used to produce a qualified alcohol fuel mixture for any period
for which $200 or more is payable and which is not less than one week.

Ethyl tertiary butyl ether (ETBE)

Ethyl tertiary butyl ether (“ETBE”") is an ether that is manufactured using ethanol.
Unlike ethanol, ETBE can be blended with gasoline before the gasoline enters a pipeline because
ETBE does not result in contamination of fuel with water while in transport. Treasury
regulations provide that gasohol blenders may claim the income tax credit and excise tax rate
reductions for ethanol used in the production of ETBE. The regulations also provide a specid
election allowing refiners to claim the benefit of the excise tax rate reduction even though the
fuel being removed from terminals does not contain the requisite percentages of ethanol for
claiming the excise tax rate reduction.

“" This rate includes the additional 0.1 cent-per-gallon tax for the Leaking Underground
Storage Tank Trust fund.

*® Secs. 4041(k)(1) and 4091(c).

* Sec. 4091(c)(1).
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Highway Trust Fund

With certain exceptions, the taxes imposed by section 4041 (relating to retail taxes on
diesel fuels and special motor fuels) and section 4081 (relating to tax on gasoline, diesel fuel and
kerosene) are credited to the Highway Trust Fund. In the case of alcohol fuels, 2.5 cents per
gallon of the tax imposed is retained in the General Fund.™ In the case of ataxable fuel taxed at
areduced rate upon removal or entry prior to mixing with alcohol, 2.8 cents of the reduced rateis
retained in the General Fund.*

Taxes from gasoline and special motor fuels used in motor boats and gasoline used in the
nonbusiness use of small-engine outdoor power eguipment

The Aquatic Resources Trust Fund is funded by a portion of the receipts from the excise
tax imposed on motorboat gasoline and special motor fuels, as well as small-engine fuel taxes,
that are first deposited into the Highway Trust Fund. Asaresult, transfersto the Aquatic
Resources Trust Fund are governed in part by Highway Trust Fund provisions.

A total tax rate of 18.4 cents per gallon isimposed on gasoline and special motor fuels
used in motorboats. Of thisrate, 0.1 cent per gallon is dedicated to the Leaking Underground
Storage Tank Trust Fund. Of the remaining 18.3 cents per gallon, the Code currently transfers
13.5 cents per gallon from the Highway Trust Fund to the Aquatics Resources Trust Fund and
Land and Water Conservation Fund. The remainder, 4.8 cents per gallon, isretained in the
General Fund. In addition, the Sport Fish Restoration Account of the Aquatics Resources Trust
Fund receives 13.5 cents per gallon of the revenues fromthe tax imposed on gasoline used as a
fuel in the nonbusiness use of small-engine outdoor power equipment. The balance of 4.8 cents
per gallon is retained in the General Fund.>

Description of Proposal

Overview

The proposal eliminates reduced rates of excise tax for acohol-blended fuels and imposes
the full rate of excise tax on acohol-blended fuels (18.4 cents per gallon on gasoline blends and
24.4 cents per gallon of diesel blended fuel). In place of reduced rates, the proposal permits the
section 40 alcohol mixture credit, with certain modifications, to be applied against excise tax
liability. The credit may be taken against the tax imposed on taxable fuels (by section 4081).

To the extent a person does not have section 4081 liability, the proposal alows taxpayersto file a
claim for payment equal to the amount of the credit for the alcohol used to produce an €ligible

® Sec. 9503(b)(4)(E).
3 Sec. 9503(b)(4)(F).
%2 Sec. 9503(c)(4) and 9503(c)(5).

% The Sport Fish Restoration Account also is funded with receipts from an ad valorem
manufacturer's excise tax on sport fishing equipment.
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mixture. Under certain circumstances, atax isimposed if an alcohol fuel mixture credit is
claimed with respect to alcohol used in the production of any alcohol mixture, whichis
subsequently used for a purpose for which the credit is not allowed or changed into a substance
that does not qualify for the credit. The proposa eliminates the General Fund retention of
certain taxes on alcohol fuels, and credits these taxes to the Highway Trust Fund.

Alcohol fuel mixture excise tax credit and payment provisions

Alcohol fuel mixture excise tax credit

The proposal eliminates the reduced rates of excise tax for acohol-blended fuels and
taxable fuels used to produce an alcohol fuel mixture. Under the proposal, the full rate of tax for
taxable fuels is imposed on both alcohol fuel mixtures and the taxable fuel used to produce an
alcohol fuel mixture.

In lieu of the reduced excise tax rates, the proposal provides that the alcohol mixture
credit provided under section 40 may be applied against section 4081 excise tax liability
(hereinafter referred to as “the alcohol fuel mixture credit”). The credit is treated as a payment
of the taxpayer’ s tax liability received at the time of the taxable event. The acohol fuel mixture
credit is 52 cents for each gallon of alcohol used by a person in producing an alcohol fuel
mixture for sale or usein atrade or business of the taxpayer. The credit declinesto 51 cents per
gallon after calendar year 2004. For mixtures not containing ethanol (renewable source
methanol), the credit is 60 cents per gallon. As discussed further below, the excise tax credit is
refundable in order to provide a benefit equivalent to the reduced tax rates, which are being
repealed under the proposal.

For purposes of the alcohol fuel mixture credit, an “acohol fuel mixture” isamixture of
alcohol and gasoline or alcohol and a special fuel which is sold for use or used as afuel by the
taxpayer producing the mixture. Alcohol for this purpose includes methanol, ethanol, and
alcohol gallon equivalents of ETBE or other ethers produced from such alcohol. It does not
include alcohol produced from petroleum, natural gas, or coal (including peat), or alcohol with a
proof of lessthan 190 (determined without regard to any added denaturants). Special fuel is any
liquid fuel (other than gasoline) which is suitable for use in an internal combustion engine. The
benefit obtained from the excise tax credit is coordinated with the alcohol fuelsincome tax
credit. For refiners making an alcohol fuel mixture with ETBE, the mixture is treated as sold to
another person for use as afuel only upon removal from the refinery. The excise tax credit is
available through December 31, 2010.

Payments with respect to qualified alcohol fuel mixtures

To the extent the alcohol fuel mixture credit exceeds any section 4081 liability of a
person, the Secretary isto pay such person an amount equal to the alcohol fuel mixture credit
with respect to such mixture. These payments are intended to provide an equivalent benefit to
replace the partial exemption for fuels to be blended with acohol and alcohol fuels being
repealed by the proposal. If claimsfor payment are not paid within 45 days, the claimisto be
paid with interest. The proposal also providesthat in the case of an electronic claim, if such



claim isnot paid within 20 days, the claim isto be paid with interest. If claims arefiled
electronically, the claimant may make a claim for less than $200.

The proposal does not apply with respect to alcohol fuel mixtures sold after December
31, 2010.

Alcohol fuel subsidies borne by General Fund

The proposal eliminates the requirement that 2.5 and 2.8 cents per gallon of excise taxes
be retained in the General Fund with the result that the full amount of tax on acohol fuelsis
credited to the Highway Trust Fund. The proposal also authorizes the full amount of fuel taxes
to be appropriated to the Highway Trust Fund without reduction for amounts equivalent to the
excise tax credits allowed for alcohol fuel mixtures, and the Trust Fund is not required to
reimburse any payments with respect to qualified alcohol fuel mixtures.

M otor boat and small engine fuel taxes

The proposal eliminates the General Fund retention of the 4.8 cents per gallon of the
taxes imposed on gasoline and special motor fuels used in motorboats and gasoline used as a fuel
in the nonbusiness use of small-engine outdoor power equipment.

Effective Dates

The proposals generaly are effective for fuel sold or used after September 30, 2004. The
repeal of the General Fund retention of the 2.5/2.8 cents per gallon of tax regarding acohol fuels
and the repeal of the 4.8 cents per gallon General Fund retention of the taxes imposed on fuels
used in motorboats and small engine equipment is effective for taxes imposed after
September 30, 2003. The proposal regarding the crediting of the full amount of tax to the
Highway Trust Fund without regard to credits and payments is effective for taxes received after
September 30, 2004, and payments made after September 30, 2004.
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F. Exclusion of Incentive Stock Options and Employee Stock
Purchase Plan Stock Options from Wages

Present L aw

Generally, when an employee exercises a compensatory option on employer stock, the
difference between the option price and the fair market value of the stock (i.e., the “spread”) is
includible in income as compensation. In the case of an incentive stock option or an option to
purchase stock under an employee stock purchase plan (collectively referred to as “ statutory
stock options”), the spread is not included in income at the time of exercise.

If the statutory holding period requirements are satisfied with respect to stock acquired
through the exercise of a statutory stock option, the spread, and any additional appreciation, will
be taxed as capital gain upon disposition of such stock. Compensation income is recognized,
however, if thereisadisqualifying disposition (i.e., if the statutory holding period is not
satisfied) of stock acquired pursuant to the exercise of a statutory stock option.

Federal Insurance Contribution Act (“FICA”) and Federal Unemployment Tax Act
(“FUTA") taxes (collectively referred to as “ employment taxes’) are generally imposed in an
amount equal to a percentage of wages paid by the employer with respect to employment.® The
applicable Code provisions™® do not provide an exception from FICA and FUTA taxes for wages
paid to an employee arising from the exercise of a statutory stock option.

There has been uncertainty in the past as to employer withholding obligations upon the
exercise of statutory stock options. On June 25, 2002, the IRS announced that until further
guidance isissued, it would not assess FICA or FUTA taxes, or impose Federal income tax
withholding obligations, upon either the exercise of a statutory stock option or the disposition of
stock acquired pursuant to the exercise of a statutory stock option. >’

Description of Proposal

The proposal provides specific exclusions from FICA and FUTA wages for remuneration
on account of the transfer of stock pursuant to the exercise of an incentive stock option or under
an employee stock purchase plan, or any disposition of such stock. Thus, under the proposal,

' Sec. 421. For purposes of the individual aternative minimum tax, the transfer of stock
pursuant to an incentive stock option is generally treated as the transfer of stock pursuant to a
nonstatutory option. Sec. 56(b)(3).

% Secs, 3101, 3111 and 3301.
% Sacs. 3121 and 3306.

" Notice 2002-47, 2002-28 |.R.B. 97.
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FICA and FUTA taxes do not apply upon the exercise of a statutory stock option.® The proposal
also provides that such remuneration is not taken into account for purposes of determining Social
Security benefits.

Additionally, the proposal provides that Federal income tax withholding is not required
on adisqualifying disposition, nor when compensation is recognized in connection with an
employee stock purchase plan discount. Present law reporting requirements continue to apply.

Effective Date

The proposal is effective for stock acquired pursuant to options exercised after the date of
enactment.

% The provision also provides a similar exclusion under the Railroad Retirement Tax
Act.
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G. Incentivesto Reinvest Foreign Earningsin the United States
Present L aw

The United States employs a“worldwide” tax system, under which domestic corporations
generdly are taxed on all income, whether derived in the United States or abroad. Income
earned by a domestic parent corporation from foreign operations conducted by foreign corporate
subsidiaries generaly is subject to U.S. tax when the income is distributed as a dividend to the
domestic corporation. Until such repatriation, the U.S. tax on such income generally is deferred.
However, under anti-deferral rules, the domestic parent corporation may be taxed on a current
basis in the United States with respect to certain categories of passive or highly mobile income
earned by its foreign subsidiaries, regardless of whether the income has been distributed as a
dividend to the domestic parent corporation. The main anti-deferral provisionsin this context
are the controlled foreign corporation rules of subpart F* and the passive foreign investment
company rules.® A foreign tax credit generally is available to offset, in whole or in part, the
U.S. tax owed on foreign-source income, whether earned directly by the domestic corporation,
repatriated as a dividend, or included in income under the anti-deferral rules®

Description of Proposal

Under the proposal, certain dividends received by a U.S. corporation from a controlled
foreign corporation are eligible for an 85-percent dividends-received deduction. At the
taxpayer’ s election, this deduction is available for dividends received either: (1) during the first
six months of the taxpayer’s first taxable year beginning on or after the date of enactment of the
bill; or (2) during any six-month or shorter period after the date of enactment of the bill, during
the taxpayer’s last taxable year beginning before such date. Dividends received after the election
period will be taxed in the normal manner under present law.

The deduction applies only to dividends and other amounts included in gross income as
dividends (e.g., amounts described in section 1248(a)). The deduction does not apply to items
that are not included in gross income as dividends, such as subpart F inclusions or deemed
repatriations under section 956. Similarly, the deduction does not apply to distributions of
earnings previously taxed under subpart F, except to the extent that the subpart F inclusions
result from the payment of a dividend by one controlled foreign corporation to another controlled
foreign corporation within a certain chain of ownership during the election period. This
exception enables multinational corporate groups to qualify for the deduction in connection with
the repatriation of earnings from lower-tier controlled foreign corporations.

The deduction is subject to a number of limitations. First, it applies only to repatriations
in excess of the taxpayer’s average repatriation level over three of the five most recent taxable
years ending on or before March 31, 2003, determined by disregarding the highest-repatriation

¥ Secs. 951-964.
% Secs. 1291-1298.

% Secs. 901, 902, 960, 1291(g).
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year and the lowest-repatriation year among such five years (the “ base-period average’). In
addition to actual dividends, deemed repatriations under section 956 and distributions of earnings
previously taxed under subpart F are included in the base-period average.

Second, the amount of dividends eligible for the deduction is limited to the greatest of:
(1) $500 million; (2) the amount of earnings shown as permanently invested outside the United
States on the taxpayer’ s most recent audited financial statement which is certified on or before
March 31, 2003; or (3) in the case of an applicable financial statement that failsto show a
specific amount of such earnings, but that does show a specific amount of tax liability
attributable to such earnings, the amount of such earnings determined in such manner as the
Treasury Secretary may prescribe.

Third, dividends qualifying for the deduction must be invested in the United States
pursuant to a plan approved by the senior management and board of directors of the corporation
claiming the deduction.

The bill provides that no foreign tax credit (or deduction) is allowed for foreign taxes
attributable to the deductible portion of any dividend received during the taxable year for which
an election under the proposal isin effect. For this purpose, the taxpayer may specifically
identify which dividends are treated as carrying the deduction and which are not; in the absence
of such identification, a pro rata amount of foreign tax credits will be disallowed with respect to
every dividend received during the taxable year.

The bill also provides that the income attributable to the nondeductible portion of a
qualifying dividend may not be offset by net operating losses, and the tax attributable to such
income generally may not be offset by credits (other than foreign tax credits and AMT credits)
and may not reduce the alternative minimum tax otherwise owed by the taxpayer. No deduction
under sections 243 or 245 is alowed for any dividend for which a deduction is alowed under the
proposal.

Effective Date

The proposal is effective for ataxpayer’ s first taxable year beginning on or after the date
of enactment of the bill, or the taxpayer’ s last taxable year beginning before such date, at the
taxpayer’s election.
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H. Other Incentive Provisions
1. Special rulesfor livestock sold on account of weather-related conditions
Present L aw

Generally, ataxpayer realizes gain to the extent the sales price (and any other
consideration received) exceeds the taxpayer’ s basisin the property. Therealized gain is subject
to current income tax unless the gain is deferred or not recognized under a special tax provision.

Under section 1033, gain realized by ataxpayer from an involuntary conversion of
property is deferred to the extent the taxpayer purchases property similar or related in service or
use to the converted property within the applicable period. The taxpayer’sbasisin the
replacement property generally isthe same as the taxpayer’ s basis in the converted property,
decreased by the amount of any money or |oss recognized on the conversion, and increased by
the amount of any gain recognized on the conversion.

The applicable period for the taxpayer to replace the converted property begins with the
date of the disposition of the converted property (or if earlier, the earliest date of the threat or
imminence of requisition or condemnation of the converted property) and ends two years after
the close of the first taxable year in which any part of the gain upon conversion isrealized (the
“replacement period”). Special rules extend the replacement period for certain real property and
principal residences damaged by a Presidentially-declared disaster to three years and four years,
respectively, after the close of the first taxable year in which gain is realized.

Section 1033(e) provides that the sale of livestock (other than poultry) that is held for
draft, breeding, or dairy purposesin excess of the number of livestock that would have been sold
but for drought, flood, or other weather-related conditions istreated as an involuntary
conversion. Consequently, gain from the sale of such livestock could be deferred by reinvesting
the proceeds of the sale in similar property within atwo-year period.

In general, cash-method taxpayers report income in the year it is actually or
constructively received. However, section 451(e) provides that a cash-method taxpayer whose
principal trade or businessis farming who is forced to sell livestock due to drought, flood, or
other weather-related conditions may elect to include income from the sale of the livestock in the
taxable year following the taxable year of the sale. This elective deferral of income is available
only if the taxpayer establishes that, under the taxpayer’s usual business practices, the sale would
not have occurred but for drought, flood, or weather-related conditions that resulted in the area
being designated as eligible for Federal assistance. This exception is generally intended to put
taxpayers who receive an unusually high amount of income in one year in the position they
would have been in absent the weather-related condition.

Description of Proposal

The proposal extends the applicable period for ataxpayer to replace livestock sold on
account of drought, flood, or other weather-related conditions from two years to four years after
the close of the first taxable year in which any part of the gain on conversion isrealized. The
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extension isonly available if the taxpayer establishes that, under the taxpayer’s usual business
practices, the sale would not have occurred but for drought, flood, or weather-related conditions
that resulted in the area being designated as eligible for Federal assistance. I1naddition, the
Secretary of the Treasury is granted authority to further extend the replacement period on a
regional basis should the weather-related conditions continue longer than three years. Also, for
property eligible for the proposal’ s extended replacement period, the proposal provides that the
taxpayer can make an election under section 451(e) until the period for reinvestment of such
property under section 1033 expires.

Effective Date

The proposal is effective for any taxable year with respect to which the due date (without
regard to extensions) for the return is after December 31, 2002.

2. Payment of dividends on stock of cooper atives without reducing patronage dividends
Present L aw

Under present law, cooperatives generally are treated similarly to pass-through entitiesin
that a cooperative is not subject to corporate income tax to the extent the cooperative timely pays
patronage dividends. In general, patronage dividends are comprised of amounts that are paid to
patrons (1) on the basis of the quantity or value of business done with or for patrons, (2) under a
valid enforceable written obligation to the patron that was in existence before the cooperative
received such amounts, and (3) which are determined by reference to the net earnings of the
cooperative from business done with or for patrons.

Treasury Regulations provide that net earnings are reduced by dividends paid on capital
stock or other proprietary capital interests (referred to as the “ dividend allocation rule”).® The
effect of thisrule is to reduce the amount of earnings that a cooperative can treat as patronage
income and, thus, the amount that the cooperative can deduct as patronage dividends.

Description of Proposal

The proposal provides a special rule for dividends on capital stock of a cooperative. To
the extent provided in organizational documents of the cooperative, dividends on capital stock do
not reduce patronage income.

Effective Date

The proposal is effective for distributions made in taxable years beginning after the date
of enactment.

62 Treas. Reg. sec. 11388-1(3)(1)
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3. Capital gainstreatment to apply to outright sales of timber by landowner
Present L aw

Under present law, a taxpayer disposing of timber held for more than one year is eigible for
capital gains treatment in three situations. First, if the taxpayer sells or exchanges timber that is
acapital asset (sec. 1221) or property used in the trade or business (sec. 1231), the gain generally
islong-term capital gain; however, if the timber is held for sale to customers in the taxpayer’s
business, the gain will be ordinary income. Second, if the taxpayer disposes of the timber with a
retained economic interest, the gain is eligible for capital gain treatment (sec. 631(b)). Third, if
the taxpayer cuts standing timber, the taxpayer may elect to treat the cutting as a sale or
exchange eligible for capital gains treatment (sec. 631(a)).

Descripion of Proposal

Under the bill, in the case of a sale of timber by the owner of the land from which the timber
is cut, the requirement that a taxpayer retain an economic interest in the timber in order to treat
gains as capital gain under section 631(b) does not apply. Outright sales of timber by the
landowner will qualify for capital gains treatment in the same manner as sales with aretained
economic interest qualify under present law, except that the usual tax rules relating to the timing
of the income from the sale of the timber will apply (rather than the specia rule of section 631(b)
treating the disposal as occurring on the date the timber is cut).

Effective Date

The proposal is effective for sales of timber after December 31, 2004.

4. Distributions from publicly traded partner shipstreated as qualifying income of
regulated investment company

Present L aw

Treatment of RICs

A regulated investment company (“RIC”) generally istreated as a conduit for Federal
income tax purposes. In computing its taxable income, a RIC deducts dividends paid to its
shareholders to achieve conduit treatment (sec. 852(b)). In order to qualify for conduit
treatment, a RIC must be a domestic corporation that, at all times during the taxable year, is
registered under the Investment Company Act of 1940 as a management company or as a unit
investment trust, or has elected to be treated as a business devel opment company under that Act
(sec. 851(a)). In addition, the corporation must elect RIC status, and must satisfy certain other
requirements (sec. 851(b)).

One of the RIC qualification requirements s that at least 90 percent of the RIC's gross
income is derived from dividends, interest, payments with respect to securities loans, and gains
from the sale or other disposition of stock or securities or foreign currencies, or other income
(including but not limited to gains from options, futures, or forward contracts) derived with
respect to its business of investing in such stock, securities, or currencies (sec. 851(b)(2)).
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Income derived from a partnership is treated as meeting this requirement only to the extent such
income is attributable to items of income of the partnership that would meet the requirement if
realized by the RIC in the same manner as realized by the partnership (the “look-through” rule
for partnership income) (sec. 851(b)). Under present law, no distinction is made under thisrule
between a publicly traded partnership and any other partnership.

The RIC qualification rules include limitations on the ownership of assets and on the
composition of the RIC's assets (sec. 851(b)(3)). Under the ownership limitation, at least 50
percent of the value of the RIC's total assets must be represented by cash, government securities
and securities of other RICs, and other securities; however, in the case of such other securities,
the RIC may invest no more than five percent of the value of the total assets of the RIC in the
securities of any one issuer, and may hold no more than 10 percent of the outstanding voting
securities of any oneissuer. Under the limitation on the composition of the RIC's assets, no
more than 25 percent of the value of the RIC's total assets may be invested in the securities of
any one issuer (other than Government securities), or in securities of two or more controlled
issuersin the same or similar trades or businesses. These limitations generally are applied at the
end of each quarter (sec. 851(d)).

Treatment of publicly traded partner ships

Present law provides that a publicly traded partnership means a partnership, interestsin
which are traded on an established securities market, or are readily tradable on a secondary
market (or the substantial equivalent thereof). In general, a publicly traded partnership is treated
as acorporation (sec. 7704(a)), but an exception to corporate treatment is provided if 90 percent
or more of its grossincome isinterest, dividends, real property rents, or certain other types of
qualifying income (sec. 7704(c) and (d)).

A special rule for publicly traded partnerships applies under the passive lossrules. The
passive loss rules limit deductions and credits from passive trade or business activities (sec. 469).
Deductions attributable to passive activities, to the extent they exceed income from passive
activities, generally may not be deducted against other income. Deductions and credits that are
suspended under these rules are carried forward and treated as deductions and credits from
passive activitiesin the next year. The suspended losses from a passive activity are allowed in
full when ataxpayer disposes of his entire interest in the passive activity to an unrelated person.
The special rule for publicly traded partnerships provides that the passive loss rules are applied
separately with respect to items attributable to each publicly traded partnership (sec. 469(Kk)).
Thus, income or loss from the publicly traded partnership is treated as separate from income or
loss from other passive activities.

Description of Proposal

The proposal modifies the 90 percent test with respect to income of a RIC to include
income derived from an interest in a publicly traded partnership. The proposal also modifiesthe
lookthrough rule for partnership income of a RIC so that it applies only to income from a
partnership other than a publicly traded partnership.
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The proposal provides that the limitation on ownership and the limitation on composition
of assets that apply to other investments of a RIC also apply to RIC investmentsin publicly
traded partnership interests.

The proposal provides that the specia rule for publicly traded partnerships under the
passive loss rules (requiring separate treatment) applies to a RIC holding an interest in a publicly
traded partnership, with respect to items attributable to the interest in the publicly traded
partnership.

Effective Date

The proposal is effective for taxable years beginning after the date of enactment.
5. Improvementsrelated to real estate investment trusts
Present L aw
|n general

Real estate investment trusts (“REITS”) are treated, in substance, as pass-through entities
under present law. Pass-through statusis achieved by allowing the REIT a deduction for
dividends paid to its shareholders. REITs are generally restricted to investing in passive
investments primarily in real estate and securities.

A REIT must satisfy four tests on a year-by-year basis. organizational structure, source of
income, nature of assets, and distribution of income. Whether the REIT meets the asset testsis
generally measured each quarter.

Organizational structurereguirements

To qualify asaREIT, an entity must be for its entire taxable year a corporation or an
unincorporated trust or association that would be taxable as a domestic corporation but for the
REIT provisions, and must be managed by one or more trustees. The beneficial ownership of the
entity must be evidenced by transferable shares or certificates of ownership. Except for the first
taxable year for which an entity electsto be aREIT, the beneficial ownership of the entity must
be held by 100 or more persons, and the entity may not be so closely held by individuals that it
would be treated as a personal holding company if all its adjusted gross income constituted
personal holding company income. A REIT isdisqualified for any year in which it does not
comply with regulations to ascertain the actual ownership of the REIT's outstanding shares.

| ncome requir ements

In order for an entity to qualify asa REIT, at least 95 percent of its gross income
generaly must be derived from certain passive sources (the "95-percent income test"). In
addition, at least 75 percent of itsincome generally must be from certain real estate sources (the
"75-percent income test"), including rents from real property (as defined) and gain from the sale
or other disposition of real property.



Qualified rental income

Amounts received as impermissible “tenant servicesincome” are not treated as rents from
real property.® In general, such amounts are for services rendered to tenants that are not
“customarily furnished” in connection with the rental of real property.® Special rulesalso
permit amounts to be received from certain “foreclosure property” treated as such for three years
after the property is acquired by the REIT in foreclosure after a default (or imminent default) on
alease of such property or an indebtedness which such property secured.

Rents from real property, for purposes of the 95-percent and 75-percent income tests,
generally do not include any amount received or accrued from any person in which the REIT
owns, directly or indirectly, 10 percent or more of the vote or value.® An exception applies to
rents received from ataxable REIT subsidiary (*TRS’) (described further below) if at least 90
percent of the leased space of the property is rented to persons other than a TRS or certain related
persons, and if the rents from the TRS are substantially comparable to unrelated party rents.*®

Certain hedging instruments

Except as provided in regulations, a payment to a REIT under an interest rate swap or cap
agreement, option, futures contract, forward rate agreement, or any similar financial instrument,
entered into by the trust in a transaction to reduce the interest rate risks with respect to any
indebtedness incurred or to be incurred by the REIT to acquire or carry real estate assets, and any
gain from the sale or disposition of any such investment, is treated as income qualifying for the
95-percent income test.

Tax if qualified income tests not met

If aREIT fails to meet the 95-percent or 75-percent income tests but has set out the
income it did receive in a schedule and any error in the schedule is due to reasonable cause and
not willful neglect, then the REIT does not lose its REIT status but instead pays a tax measured

% A REIT is not treated as providing services that produce impermissible tenant services
income if such services are provided by an independent contractor from whom the REIT does
not derive or receive any income. An independent contractor is defined as a person who does not
own, directly or indirectly, more than 35 percent of the shares of the REIT. Also, no more than
35 percent of the total shares of stock of an independent contractor (or of the interestsin net
assets or net profits, if not a corporation) can be owned directly or indirectly by persons owning
35 percent or more of the interests in the REIT.

® Rents for certain personal property leased in connection with the rental of real
property are treated as rents from real property if the fair market value of the personal property
does not exceed 15 percent of the aggregate fair market values of the real and personal property

% Sec. 856(d)(2)(B).
% Sec. 856(d)(8).
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by the greater of the amount by which 90 percent ® of the REIT’s gross income exceeds the
amount of items subject to the 95-percent test, or the amount by which 75 percent of the REIT's
gross income exceeds the amount of items subject to the 75-percent test.®

Asset requirements

75-percent asset test

To satisfy the asset requirements to qualify for treatment as a REIT, at the close of each
quarter of its taxable year, an entity must have at least 75 percent of the value of its assets
invested in real estate assets, cash and cash items, and government securities (the “ 75-percent
asset test”). The term real estate asset is defined to mean real property (including interestsin real
property and mortgages on real property) and interestsin REITS.

Limitation on investment in other entities

A REIT islimited in the amount that it can own in other corporations. Specificaly, a
REIT cannot own securities (other than Government securities and certain real estate assets) in
an amount greater than 25 percent of the value of REIT assets. In addition, it cannot own such
securities of any one issuer representing more than 5 percent of the total value of REIT assets or
more than 10 percent of the voting securities or 10 percent of the value of the outstanding
securities of any oneissuer. Securities for purposes of these rules are defined by reference to
the Investment Company Act of 1940.

“Straight debt” exception

Securities of an issuer that are within a safe-harbor definition of “straight debt” (as
defined for purposes of subchapter S)* are not taken into account in applying the limitation that
aREIT may not hold more than 10 percent of the value of outstanding securities of asingle
issuer, if : 1) theissuer isan individual, 2) the only securities of such issuer held by the REIT or
ataxable REIT subsidiary of the REIT are straight debt, or 3) the issuer is a partnership and the
trust holds at least a 20 percent profits interest in the partnership.

Straight debt for purposes of the REIT provision ™ is defined as awritten or
unconditional promise to pay on demand or on a specified date a sum certain in money if (i) the

® Prior to 1999, the rule had applied to the amount by which 95 percent of the income
exceeded the items subject to the 95 percent test.

% Theratio of the REIT’s net to gross income is applied to the excess amount, to
determine the amount of tax (disregarding certain items otherwise subject to a 100-percent tax).
In effect, the formula seeks to require that all of the REIT net income attributable to the failure of
the income tests will be paid astax. Sec. 857(b)(5).

® Sec. 1361(c)(5), without regard to paragraph (B)(iii) thereof.
0 Sec. 856(c)(7).
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interest rate (and interest payment dates) are not contingent on profits, the borrower’ s discretion,
or similar factors, and (ii) thereis no convertibility (directly or indirectly) into stock.

Certain subsidiary ownership permitted with income treated as income of the REIT

Under one exception to the rule limiting a REIT’ s securities holdings to no more than 10
percent of the vote or value of asingle issuer, aREIT can own 100 percent of the stock of a
corporation, but in that case the income and assets of such corporation are treated as income and
assets of the REIT.

Special rulesfor Taxable REIT subsidiaries

Under another exception to the general rule limiting REIT securities ownership of other
entities, aREIT can own stock of ataxable REIT subsidiary (“TRS"), generaly, a corporation
other than areal estate investment trust™ with which the REIT makes ajoint election to be
subject to special rules. A TRS can engage in active business operations that would produce
income that would not be qualified income for purposes of the 95-percent or 75-percent income
testsfor aREIT, and that income is not attributed to the REIT. For example a TRS could
provide noncustomary servicesto REIT tenants, or it could engage directly in the active
operation and management of real estate (without use of an independent contractor); and the
income the TRS derived from these nonqualified activities would not be treated as disqualified
REIT income. Transactions between a TRS and a REIT are subject to a number of specified
rules that are intended to prevent the TRS (taxable as a separate corporate entity) from shifting
taxable income from its activities to the pass-through entity REIT or from absorbing more than
its share of expenses. Under one rule, a 100-percent excise tax isimposed on rents, deductions,
or interest paid by the TRS to the REIT to the extent such items would exceed an arm’ s length
amount as determined under section 482."

Rents subject to the 100 percent excise tax do not include rents for services of a TRS that
are for services customarily furnished or rendered in connection with the rental of real property.

They also do not include rents from a TRS that are for real property or from incidental
personal property provided with such real property.

I ncome distribution reguirements

A REIT isgenerally required to distribute 90 percent of itsincome before the end of its
taxable year, as deductible dividends paid to shareholders. Thisruleis similar to arule for
regulated investment companies (“RICs’) that requires distribution of 90 percent of income. If a

" Certain corporations are not eligible to be a TRS, such as a corporation which directly
or indirectly operates or manages alodging facility or a health care facility, or directly or
indirectly provides to any other person rights to a brand name under which any lodging facility
or health care facility is operated. Sec. 856(1)(3).

"2 |f the excise tax applies, then the item is not reallocated back to the TRS under section
482.
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REIT declares certain dividends after the end of its taxable year but before the time prescribed
for filing its return for that year and distributes those amounts to shareholders within the 12
months following the close of that taxable year, such distributions are treated as made during
such taxable year for this purpose. As described further below, a REIT can also make certain
“deficiency dividends® after the close of the taxable year after a determination that it has not
distributed the correct amount for qualification asa REIT.

Conseguences of failureto meet requirements

A REIT losesits status as a REIT, and becomes subject to tax as a C corporation, if it
fails to meet specified tests regarding the sources of itsincome, the nature and amount of its
assets, its structure, and the amount of itsincome distributed to shareholders.

In the case of afailure to meet the source of income requirements, if the failure is due to
reasonable cause and not to willful neglect, the REIT may continue its REIT statusiif it pays the
disallowed income as atax to the Treasury. ™

Thereisno similar provision that alows a REIT to pay a penalty and avoid
disqualification in the case of other qualification failures.

A REIT may make a deficiency dividend after a determination is made that it has not
distributed the correct amount of itsincome, and avoid disqualification. The Code provides only
for determinations involving a controversy with the IRS and does not provide for aREIT to
make such a distribution on its own initiative. Deficiency dividends may be declared on or after
the date of “determination”. A determination is defined to include only (i) afinal decision by the
Tax Court or other court of competent jurisdiction, (ii) a closing agreement under section 7121,
or (iii) under Treasury regulations, an agreement signed by the Secretary and the REIT.

Description of Proposal

The proposal makes a number of modificationsto the REIT rules.

Straight debt modification

The proposal modifies the definition of “ straight debt” for purposes of the limitation that
aREIT may not hold more than 10 percent of the value of the outstanding securities of asingle
issuer, to provide more flexibility than the present law rule. In addition, except as provided in
regulations, neither such straight debt nor certain other types of securities are considered
“securities’ for purposes of thisrule.

Straight debt securities

As under present law, “straight-debt” is still defined by reference to section 1361(c)(5),
without regard to subparagraph (B)(iii) thereof (limiting the nature of the creditor).

" Secs. 856(c)(6) and 857(b)(5).
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Specia rules are provided permitting certain contingencies for purposes of the REIT
provision. Any interest or principal shall not be treated as failing to satisfy section
1361(c)(5)(B)(i) solely by reason of the fact that the time of payment of such interest or principal
is subject to a contingency, but only if one of several factors applies. Thefirst type of
contingency that is permitted is one that does not have the effect of changing the effective yield
to maturity, as determined under section 1272, other than a change in the annual yield to
maturity, but only if (i) any such contingency does not exceed the greater of %2 of one percent or
five percent of the annual yield to maturity, or (ii) neither the aggregate issue price nor the
aggregate face amount of the debt instruments held by the REIT exceeds $1,000,000 and not
more than 12 months of unaccrued interest can be required to be prepaid thereunder.

Also, the time or amount of any payment is permitted to be subject to a contingency upon
adefault or the exercise of a prepayment right by the issuer of the debt, provided that such
contingency is consistent with customary commercial practice.”

The proposal eliminates the present law rule requiring a REIT to own a 20 percent equity
interest in a partnership in order for debt to qualify as “straight debt”. The bill instead provides
new “look-through” rules determining a REIT partner’s share of partnership securities, generally
treating debt to the REIT as part of the REIT’ s partnership interest for this purpose, except in the
case of otherwise qualifying debt of the partnership.

Certain corporate or partnership issues that otherwise would be permitted to be held
without limitation under the special straight debt rules described above will not be so permitted if
the REIT holding such securities, and any of its taxable REIT subsidiaries, holds any securities
of the issuer which are not permitted securities (prior to the application of thisrule) and have an
aggregate value greater than one percent of the issuer’ s outstanding securities.

Other securities

Except as provided in regulations, the following also are not considered “ securities’ for
purposes of the rule that a REIT cannot own more than 10 percent of the value of the outstanding
securities of asingleissuer: (i) any loan to an individual or an estate, (ii) any section 467 rental
agreement, (as defined in section 467(d)), other than with a person described in section
856(d)(2)(B), (iii) any obligation to pay rents from real property, (iv) any security issued by a
State or any political subdivision thereof, the District of Columbia, aforeign government, or any
political subdivision thereof, or the Commonwealth of Puerto Rico, but only if the determination
of any payment received or accrued under such security does not depend in whole or in part on
the profits of any entity not described in this category, or payments on any obligation issued by
such an entity, (v) any security issued by areal estate investment trust; and (vi) any other
arrangement that, as determined by the Secretary, is excepted from the definition of a security.

™ The present-law rules that limit qualified interest income to amounts the determination
of which do not depend, in whole or in part, on the income or profits of any person, continue to
apply to such contingent interest. See, e.g., secs. 856(¢)(2)(G), 856(c)(3)(G) and 856(f).
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Safe harbor testing date for certain rents

The proposal provides specific safe-harbor rules regarding the dates for testing whether
90 percent of a REIT property is rented to unrelated persons and whether the rents paid by
related persons are substantially comparable to unrelated party rents. These testing rules are
provided solely for purposes of the special provision permitting rents received from a TRS to be
treated as qualified rental income for purposes of the income tests,”

Customary services exception

The proposal prospectively eliminates the safe harbor allowing rents received by aREIT
to be exempt from the 100 percent excise tax if the rents are for customary services performed by
the TRS™ or are from a TRS and are for the provision of certain incidental personal property.
Instead, such payments would be free of the excise tax if they satisfy the present law safe-harbor
that appliesif the REIT paysthe TRS at least 150 percent of the cost to the TRS of providing any
services.

Hedqing rules

The rules governing the tax treatment of arrangements engaged in by a REIT to reduce
interest rate risks are prospectively conformed to the rulesincluded in section 1221.

95-per cent gr oss income r eguir ement

The proposal prospectively amends the tax liability owed by the REIT when it failsto
meet the 95-percent of gross income test by applying a taxable fraction based on 95 percent,
rather than 90 percent, of the REIT’ s gross income.

Conseguences of failure to meet reguirements

Under the proposal, a REIT may avoid disqualification in the event of certain failures of
the requirements for REIT status, provided that 1) the failure was due to reasonable cause and
not willful neglect, 2) the failure is corrected, and 3) except for certain failures not exceeding a
specified de minims amount, a penalty amount is paid.

Certain de minimis asset failures of 5-percent or 10-percent tests

One requirement of present law isthat, with certain exceptions, (i) not more than 5
percent of the value of total REIT assets may be represented by securities of one issuer, and (ii) a

™ The proposal does not modify any of the standards of section 482 as they apply to
REITsand to TRSs.

® Although a REIT could itself provide such service and receive the income without
receiving any disqualified income, in that case the REIT itself would be bearing the cost of
providing the service. Under the present law exception for a TRS providing such service, there
isno explicit requirement that the TRS be reimbursed for the full cost of the service.
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REIT may not hold securities possessing more than 10 percent of the total voting power or 10
percent of the total value of the outstanding securities of any oneissuer.” The requirements
must be satisfied each quarter.

The proposal providesthat a REIT will not loseits REIT status for failing to satisfy these
requirements in a quarter if the failure is due to the ownership of assets the total value of which
does not exceed the lesser of (i) one percent of the total value of the REIT’ s assets at the end of
the quarter for which such measurement is done or (ii) 10 million dollars; provided in either case
that the REIT either disposes of the assets within six months after the last day of the quarter in
which the REIT identifies the failure (or such other time period prescribed by the Treasury), or
otherwise meets the requirements of those rules by the end of such time period.”

Larger asset test failures (whether of 5-percent or 10-percent tests, or of 75-percent or
other asset tests)

Under the proposal, if aREIT failsto meet any of the asset test requirements for a
particular quarter and the failure exceeds the de minimis threshold described above, then the
REIT still will be deemed to have satisfied the requirementsiif: (i) following the REIT’s
identification of the failure, the REIT files a schedule with a description of each asset that caused
the failure, in accordance with regulations prescribed by the Treasury; (ii) the failure was due to
reasonable cause and not to willful neglect, (iii) the REIT disposes of the assets within 6 months
after the last day of the quarter in which the identification occurred or such other time period as
is prescribed by the Treasury (or the requirements of the rules are otherwise met within such
period), and (iv) the REIT pays atax on the failure.

The tax that the REIT must pay on the failure is the greater of (i) $50,000, or (ii) an
amount determined (pursuant to regulations) by multiplying the highest rate of tax for
corporations under section 11, times the net income generated by the assets for the period
beginning on the first date of the failure and ending on the date the REIT has disposed of the
assets (or otherwise satisfies the requirements).

Such taxes are treated as excise taxes, for which the deficiency provisions of the excise
tax subtitle of the Code (subtitle F) apply.

Conforming reasonabl e cause and reporting standard for failures of income tests

The proposal conforms the reporting and reasonabl e cause standards for failure to meet
the income tests to the new asset test standards. However, the proposal does not change the rule

" Sec. 856(c)(4)(B)(iii). These rules do not apply to securities of a TRS, or to securities
that qualify for the 75 percent asset test of section 856(c)(4)(A), such asreal estate assets, cash
items (including receivables), or Government securities.

® A REIT might satisfy the requirements without a disposition, for example, by
increasing its other assets in the case of the 5 percent rule; or by the issuer modifying the amount
or value of itstotal securities outstanding in the case of the 10 percent rule.
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under section 857(b)(5) that for income test failures, all of the net income attributed to the
disgualified grossincome is paid as tax.

Other failures

The proposal adds a provision under which, if aREIT fails to satisfy one or more
requirements for REIT qualification, other than the 95-percent and 75-percent gross income tests
and other than the new rules provided for failures of the asset tests, the REIT may retain its REIT
qualification if the failures are due to reasonable cause and not willful neglect, and if the REIT
pays a penalty of $50,000 for each such failure.

Taxes and penalties paid deducted from amount required to be distributed

Any taxes or penalties paid under the provision are deducted from the net income of the
REIT in determining the amount the REIT must distribute under the 90-percent distribution
requirement.

Expansion of deficiency dividend procedure

The proposal expands the circumstancesin which a REIT may declare a deficiency
dividend, by allowing such a declaration to occur after the REIT unilaterally hasidentified a
failure to pay the relevant amount. Thus, the declaration need not await a decision of the Tax
Court, a closing agreement, or an agreement signed by the Secretary of the Treasury.

Effective Date

The proposal generaly is effective for taxable years beginning after December 31, 2000.

However, some of the proposals are effective for taxable years beginning after the date of
enactment. These are: the new “look through” rules determining a REIT partner’ s share of
partnership securities for purposes of the “straight debt” rules; the proposal changing the 90-
percent of grossincome reference to 95 percent, for purposes of the tax liability if aREIT failsto
meet the 95-percent of gross income test; the new hedging definition; the rule modifying the
treatment of rents with respect to customary services, and the new rules for correction of certain
failluresto satisfy the REIT requirements.

6. Treatment of certain dividends of regulated investment companies
Present L aw

Regulated investment companies

A regulated investment company ("RIC") is adomestic corporation that, at all times
during the taxable year, is registered under the Investment Company Act of 1940 asa
management company or as a unit investment trust, or has elected to be treated as a business
development company under that Act (sec. 851(a)).
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In addition, to qualify asaRIC, a corporation must elect such status and must satisfy
certain tests (sec. 851(b)). Thesetests include arequirement that the corporation derive at least
90 percent of its gross income from dividends, interest, payments with respect to certain
securities loans, and gains on the sale or other disposition of stock or securities or foreign
currencies, or other income derived with respect to its business of investment in such stock,
securities, or currencies.

Generaly, a RIC pays no income tax because it is permitted to deduct dividends paid to
its shareholders in computing its taxable income. The amount of any distribution generally is not
considered as adividend for purposes of computing the dividends paid deduction unless the
distribution is pro rata, with no preference to any share of stock as compared with other shares of
the same class (sec. 562(c)). For distributions by RICs to shareholders who made initial
investments of at least $10,000,000, however, the distribution is not treated as non-pro rata or
preferential solely by reason of an increase in the distribution due to reductions in administrative
expenses of the company.

A RIC generally may pass through to its sharehol ders the character of its long-term
capital gains. It doesthis by designating adividend it pays as a capital gain dividend to the
extent that the RIC has net capital gain (i.e., net long-term capital gain over net short-term capital
loss). These capital gain dividends are treated as long-term capital gain by the shareholders. A
RIC generaly also can pass through to its shareholders the character of tax-exempt interest from
State and local bonds, but only if, at the close of each quarter of its taxable year, at least 50
percent of the value of the total assets of the RIC consists of these obligations. In this case, the
RIC generaly may designate a dividend it pays as an exempt-interest dividend to the extent that
the RIC has tax-exempt interest income. These exempt-interest dividends are treated as interest
excludable from gross income by the shareholders.

U.S. source investment income of foreign persons

In general

The United States generally imposes a flat 30-percent tax, collected by withholding, on
the gross amount of U.S.-source investment income payments, such as interest, dividends, rents,
royalties or similar types of income, to nonresident alien individuals and foreign corporations
("foreign persons’) (secs. 871(a), 881, 1441, and 1442). Under tredties, the United States may
reduce or eliminate such taxes. Even taking into account U.S. treaties, however, the tax on a
dividend generally is not entirely eliminated. Instead, U.S.-source portfolio investment
dividends received by foreign persons generally are subject to U.S. withholding tax at arate of at
least 15 percent.

Interest

Although payments of U.S.-source interest that is not effectively connected with a U.S.
trade or business generally are subject to the 30-percent withholding tax, there are exceptions to
that rule. For example, interest from certain deposits with banks and other financial institutions
is exempt from tax (secs. 871(i)(2)(A) and 881(d)). Original issue discount on obligations
maturing in 183 days or less from the date of original issue (without regard to the period held by
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the taxpayer) is aso exempt from tax (sec. 871(g)). An additional exception is provided for
certain interest paid on portfolio obligations (secs. 871(h) and 881(c)). “Portfolio interest”
generally is defined as any U.S.-source interest (including original issue discount), not
effectively connected with the conduct of a U.S. trade or business, (i) on an obligation that
satisfies certain registration requirements or specified exceptions thereto (i.e., the obligation is
“foreign targeted”), and (ii) that is not received by a 10-percent shareholder (secs. 871(h)(3) and
881(c)(3)). With respect to aregistered obligation, a statement that the beneficial owner isnot a
U.S. personisrequired (secs. 871(h)(2), (5) and 881(c)(2)). Thisexception isnot available for
any interest received either by a bank on aloan extended in the ordinary course of its business
(except in the case of interest paid on an obligation of the United States), or by a controlled
foreign corporation from arelated person (sec. 881(c)(3)). Moreover, this exception is not
available for certain contingent interest payments (secs. 871(h)(4) and 881(c)(4)).

Capital gains

Foreign persons generaly are not subject to U.S. tax on gain realized on the disposition
of stock or securitiesissued by a U.S. person (other than a"U.S. real property holding
corporation,” as described below), unless the gain is effectively connected with the conduct of a
trade or business in the United States. This exemption does not apply, however, if the foreign
person is anonresident alien individual present in the United States for a period or periods
aggregating 183 days or more during the taxable year (sec. 871(a)(2)). A RIC may elect not to
withhold on a distribution to a foreign person representing a capital gain dividend. (Treas. Reg.
sec. 1.1441-3(c)(2)(D)).

Gain or loss of aforeign person from the disposition of a U.S. real property interest is
subject to net basis tax asif the taxpayer were engaged in atrade or business within the United
States and the gain or loss were effectively connected with such trade or business (sec. 897). In
addition to an interest in real property located in the United States or the Virgin Islands, U.S. redl
property interests include (among other things) any interest in a domestic corporation unless the
taxpayer establishes that the corporation was not, during a 5-year period ending on the date of
the disposition of the interest, a U.S. real property holding corporation (which is defined
generally to mean a corporation the fair market value of whose U.S. real property interests equals
or exceeds 50 percent of the sum of the fair market values of itsrea property interests and any
other of its assets used or held for usein atrade or business).

Estate taxation

Decedents who were citizens or residents of the United States are generally subject to
Federal estate tax on all property, wherever situated.” Nonresidents who are not U.S. citizens,
however, are subject to estate tax only on their property which iswithin the United States.
Property within the United States generally includes debt obligations of U.S. persons, including

® The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA")
repealed the estate tax for estates of decedents dying after December 31, 2009. However,
EGTRRA included a*“ sunset” provision, pursuant to which EGTRRA’s provisions (including
estate tax repeal) do not apply to estates of decedents dying after December 31, 2010.



the Federal government and State and local governments (sec. 2104(c)), but does not include
either bank deposits or portfolio obligations, the interest on which would be exempt from U.S.
income tax under section 871 (sec. 2105(b)). Stock owned and held by a nonresident who is not
aU.S. citizen istreated as property within the United States only if the stock was issued by a
domestic corporation (sec. 2104(a); Treas. Reg. sec. 20.2104-1(a)(5)).

Treaties may reduce U.S. taxation on transfers by estates of nonresident decedents who
are not U.S. citizens. Under recent treaties, for example, U.S. tax may generally be eliminated
except insofar as the property transferred includes U.S. real property or business property of a
U.S. permanent establishment.

Description of Proposal

In genera

Under the proposal, a RIC that earns certain interest income that would not be subject to
U.S. tax if earned by aforeign person directly may, to the extent of such income, designate a
dividend it pays as derived from such interest income. A foreign person who is a shareholder in
the RIC generally would treat such adividend as exempt from gross-basis U.S. tax, asif the
foreign person had earned the interest directly. Similarly, a RIC that earns an excess of net
short-term capital gains over net long-term capital losses, which excess would not be subject to
U.S. tax if earned by aforeign person, generally may, to the extent of such excess, designate a
dividend it pays as derived from such excess. A foreign person who is a shareholder in the RIC
generally would treat such a dividend as exempt from gross-basis U.S. tax, asif the foreign
person had realized the excess directly. The proposal also provides that the estate of aforeign
decedent is exempt from U.S. estate tax on atransfer of stock in the RIC in the proportion that
the assets held by the RIC are debt obligations, deposits, or other property that would generally
be treated as situated outside the United States if held directly by the estate.

Interest-rel ated dividends

Under the proposal, a RIC may, under certain circumstances, designate all or a portion of
adividend as an "interest-related dividend,” by written notice mailed to its shareholders not later
than 60 days after the close of its taxable year. In addition, an interest-related dividend received
by aforeign person generaly is exempt from U.S. gross-basis tax under sections 871(a), 881,
1441 and 1442.

However, this exemption does not apply to adividend on shares of RIC stock if the
withholding agent does not receive a statement, similar to that required under the portfolio
interest rules, that the beneficial owner of the sharesisnot aU.S. person. The exemption does
not apply to adividend paid to any person within aforeign country (or dividends addressed to, or
for the account of, persons within such foreign country) with respect to which the Treasury
Secretary has determined, under the portfolio interest rules, that exchange of information is
inadeguate to prevent evasion of U.S. income tax by U.S. persons.

In addition, the exemption generally does not apply to dividends paid to a controlled

foreign corporation to the extent such dividends are attributable to income received by the RIC
on a debt obligation of a person with respect to which the recipient of the dividend (i.e., the
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controlled foreign corporation) isarelated person. Nor does the exemption generally apply to
dividends to the extent such dividends are attributable to income (other than short-term original
issue discount or bank deposit interest) received by the RIC on indebtedness issued by the RIC-
dividend recipient or by any corporation or partnership with respect to which the recipient of the
RIC dividend is a 10-percent shareholder. However, in these two circumstances the RIC remains
exempt from its withholding obligation unless the RIC knows that the dividend recipient is such
acontrolled foreign corporation or 10-percent shareholder. To the extent that an interest-rel ated
dividend received by a controlled foreign corporation is attributabl e to interest income of the RIC
that would be portfolio interest if received by aforeign corporation, the dividend is treated as
portfolio interest for purposes of the de minimis rules, the high-tax exception, and the same
country exceptions of subpart F (see sec. 881(c)(5)(A)).

The aggregate amount designated as interest-related dividends for the RIC’ s taxable year
(including dividends so designated that are paid after the close of the taxable year but treated as
paid during that year as described in section 855) generaly islimited to the qualified net interest
income of the RIC for the taxable year. The qualified net interest income of the RIC equals the
excess of: (1) the amount of qualified interest income of the RIC; over (2) the amount of
expenses of the RIC properly allocable to such interest income.

Qualified interest income of the RIC is equal to the sum of its U.S.-source income with
respect to: (1) bank deposit interest; (2) short term original issue discount that is currently
exempt from the gross-basis tax under section 871; (3) any interest (including amounts
recognized as ordinary income in respect of original issue discount, market discount, or
acquisition discount under the provisions of sections 1271-1288, and such other amounts as
regulations may provide) on an obligation which isin registered form, unlessit is earned on an
obligation issued by a corporation or partnership in which the RIC is a 10-percent shareholder or
is contingent interest not treated as portfolio interest under section 871(h)(4); and (4) any
interest-related dividend from another RIC.

If the amount designated as an interest-related dividend is greater than the qualified net
interest income described above, the portion of the distribution so designated which constitutes
an interest-related dividend will be only that proportion of the amount so designated as the
amount of the qualified net interest income bears to the amount so designated.

Short-term capital gain dividends

Under the proposal, a RIC also may, under certain circumstances, designate all or a
portion of a dividend as a "short-term capital gain dividend,” by written notice mailed to its
shareholders not later than 60 days after the close of its taxable year. For purposes of the U.S.
gross-basis tax, a short-term capital gain dividend received by aforeign person generaly is
exempt from U.S. gross-basis tax under sections 871(a), 881, 1441 and 1442. This exemption
does not apply to the extent that the foreign person is a nonresident alien individual present in the
United States for a period or periods aggregating 183 days or more during the taxable year.
However, in this circumstance the RIC remains exempt from its withholding obligation unless
the RIC knows that the dividend recipient has been present in the United States for such period.
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The aggregate amount qualified to be designated as short-term capital gain dividends for
the RIC’ s taxable year (including dividends so designated that are paid after the close of the
taxable year but treated as paid during that year as described in sec. 855) is equal to the excess of
the RIC’ s net short-term capital gains over net long-term capital losses. The short-term capital
gain includes short-term capital gain dividends from another RIC. As provided under present
law for purposes of computing the amount of a capital gain dividend, the amount is determined
(except in the case where an election under sec. 4982(¢e)(4) applies) without regard to any net
capital loss or net short-term capital loss attributable to transactions after October 31 of the year.
Instead, that lossis treated as arising on the first day of the next taxable year. To the extent
provided in regulations, this rule also applies for purposes of computing the taxable income of
theRIC.

In computing the amount of short-term capital gain dividends for the year, no reduction is
made for the amount of expenses of the RIC allocable to such net gains. In addition, if the
amount designated as short-term capital gain dividends is greater than the amount of qualified
short-term capital gain, the portion of the distribution so designated which constitutes a short-
term capital gain dividend is only that proportion of the amount so designated as the amount of
the excess bears to the amount so designated.

As under present law for distributions from REI TS, the proposal provides that any
distribution by a RIC to aforeign person shall, to the extent attributable to gains from sales or
exchanges by the RIC of an asset that is considered aU.S. real property interest, be treated as
gain recognized by the foreign person from the sale or exchange of aU.S. real property interest.
The proposal also extends the special rules for domestically-controlled REITs to domestically-
controlled RICs.

Estate tax treatment

Under the proposal, a portion of the stock in a RIC held by the estate of a nonresident
decedent who isnot a U.S. citizen istreated as property without the United States. The portion
so treated is based upon the proportion of the assets held by the RIC at the end of the quarter
immediately preceding the decedent’ s death (or such other time as the Secretary may designate
in regulations) that are “qualifying assets’. Qualifying assets for this purpose are bank deposits
of the type that are exempt from gross-basis income tax, portfolio debt obligations, certain
original issue discount obligations, debt obligations of a domestic corporation that are treated as
giving rise to foreign source income, and other property not within the United States.

Effective Date

The proposal generally appliesto dividends with respect to taxable years of RICs
beginning after December 31, 2004. With respect to the treatment of a RIC for estate tax
purposes, the proposal appliesto estates of decedents dying after December 31, 2004. With
respect to the treatment of RICs under section 897 (relating to U.S. real property interests), the
proposal is effective after December 31, 2004.
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7. Taxation of certain settlement funds
Present L aw

In general, section 468B provides that a payment to a designated settlement fund that
extinguishes atort liability of the taxpayer will result in a deduction to the taxpayer. A
designated settlement fund means a fund which is established pursuant to a court order,
extinguishes the taxpayer's tort liability, is managed and controlled by persons unrelated to the
taxpayer, and in which the taxpayer does not have a beneficial interest in the trust.

Generally, adesignated or qualified settlement fund is taxed as a separate entity at the
maximum trust rate on its modified income. Modified income is generally gross income less
deductions for administrative costs and other incidental expenses incurred in connection with the
operation of the settlement fund.

The cleanup of hazardous waste sites is sometimes funded by environmental “settlement
funds’ or escrow accounts. These escrow accounts are established in consent decrees between
the Environmental Protection Agency (“EPA”) and the settling parties under the jurisdiction of a
Federal district court. The EPA uses these accounts to resolve claims against private parties
under Comprehensive Environmental Response, Compensation and Liability Act of 1980
(“CERCLA").

Present law provides that nothing in any provision of law is to be construed as providing
that an escrow account, settlement fund, or similar fund is not subject to current income tax.

Description of Proposal

The proposal clarifiesthat certain settlement funds established in consent decrees for the
sole purpose of resolving claims under CERCLA are to be treated as beneficially owned by the
United States government and therefore, not subject to Federal income tax.

To qualify the settlement fund must be: (1) established pursuant to a consent decree
entered by a judge of a United States District Court; (2) created for the receipt of settlement
payments for the sole purpose of resolving claims under CERCLA; (3) controlled (in terms of
expenditures of contributions and earnings thereon) by the government or an agency or
instrumentality thereof; and (4) upon termination, any remaining funds will be disbursed upon
instructions by such government entity in accordance with applicable law. With regard to the
last requirement, it isintended that, upon termination, any remaining funds will be disbursed to
the government entity (e.g., the EPA) and used in accordance with applicable law.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2004.
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8. Expand human clinical trials expenses qualifying for the orphan drug tax credit
Present L aw

Taxpayers may claim a 50-percent credit for expenses related to human clinical testing of
drugs for the treatment of certain rare diseases and conditions, generally those that afflict less
than 200,000 personsin the United States. Qualifying expenses are those paid or incurred by the
taxpayer after the date on which the drug is designated as a potential treatment for arare disease
or disorder by the Food and Drug Administration (“FDA”) in accordance with section 526 of the
Federal Food, Drug, and Cosmetic Act.

Description of Proposal

The proposal expands qualifying expenses to include those expenses related to human
clinical testing paid or incurred after the date on which the taxpayer files an application with the
FDA for designation of the drug under section 526 of the Federal Food, Drug, and Cosmetic Act
as a potential treatment for arare disease or disorder, if certain conditions are met. Under the
proposal, qualifying expenses include those expenses paid or incurred after the date on which the
taxpayer files an application with the FDA for designation as a potential treatment for arare
disease or disorder if the drug receives FDA designation before the due date (including
extensions) for filing the tax return for the taxable year in which the application was filed with
the FDA. Asunder present law, the credit may only be claimed for such expensesrelated to
drugs designated as a potential treatment for arare disease or disorder by the FDA in accordance
with section 526 of such Act.

Effective Date

The proposal is effective for expenditures paid or incurred after the date of enactment.
9. Smplification of excisetax imposed on bows and arrows
Present L aw

The Code imposes an excise tax of 11 percent on the sale by a manufacturer, producer or
importer of any bow with a draw weight of 10 pounds or more.® An excise tax of 12.4 percent
isimposed on the sale by a manufacturer or importer of any shaft, point, nock, or vane designed
for use as part of an arrow which after its assembly (1) isover 18 incheslong, or (2) is designed
for use with a taxable bow (if shorter than 18 inches).*" No tax isimposed on finished arrows.
An 11-percent excise tax also isimposed on any part of an accessory for taxable bows and on
quivers for use with arrows (1) over 18 incheslong or (2) designed for use with a taxable bow (if
shorter than 18 inches).®

¥ Sec. 4161(b)(1)(A).
8 Sec. 4161(b)(2).

¥ Sec. 4161(b)(1)(B).
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Description of Proposal

The proposal increases the draw weight for a taxable bow from 10 pounds or more to a
peak draw weight of 30 pounds or more.® The proposal also imposes an excise tax of 12 percent
on arrows generaly. Anarrow for this purpose is defined as a taxable arrow shaft to which
additional components are attached. The present law 12.4-percent excise tax on certain arrow
components is unchanged by the bill. In the case of any arrow comprised of a shaft or any other
component upon which tax has been imposed, the amount of the arrow tax is equal to the excess
of (1) the arrow tax that would have been imposed but for this exception, over (2) the amount of
tax paid with respect to such components.® Finally, the proposal subjects certain broadheads (a
type of arrow point) to an excise tax equal to 11 percent of the sales price instead of 12.4 percent.

Effective Date

The proposal is effective for articles sold by the manufacturer, producer, or importer after
December 31, 2004.

10. Repeal excise tax on fishing tackle boxes
Present L aw

Under present law, a 10-percent manufacturer’s excise tax isimposed on specified sport
fishing equipment. Examples of taxable equipment include fishing rods and poles, fishing reels,
artificial bait, fishing lures, line and hooks, and fishing tackle boxes. Revenues from the excise
tax on sport fishing equipment are deposited in the Sport Fishing Account of the Aquatic
Resources Trust Fund. Moniesin the fund are spent, subject to an existing permanent
appropriation, to support Federal - State sport fish enhancement and safety programs.

Description of Proposal

The proposal repeals the excise tax on fishing tackle boxes.

Effective Date

The proposal is effective for articles sold by the manufacturer, producer, or importer after
December 31, 2004.

8 Draw weight is the maximum force required to bring the bowstring to a full-draw
position not less than 26 1/4-inches, measured from the pressure point of the hand grip to the
nocking position on the bowstring.

8 A credit or refund may be obtained when anitem was taxed and it is used in the
manufacture or production of another taxable item. Sec. 6416(b)(3). Asarrow components and
finished arrows are both taxable, in lieu of arefund of the tax paid on components, the proposal
suspends the application of sec. 6416(b)(3) and permits the taxpayer to reduce the tax due on the
finished arrow by the amount of the previous tax paid on the components used in the
manufacture of such arrow.
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11. Repeal of excisetax on sonar devices suitable for finding fish
Present L aw

In general, the Code imposes a 10 percent tax on the sale by the manufacturer, producer,
or importer of specified sport fishing equipment.® A three percent rate, however, appliesto the
sale of electric outboard motors and sonar devices suitable for finding fish.® Further, the tax
imposed on the sale of sonar devices suitable for finding fish islimited to $30. A sonar device
suitable for finding fish does not include any device that is a graph recorder, adigital type, a
meter readout, a combination graph recorder or combination meter readout.®’

Revenues from the excise tax on sport fishing equipment are deposited in the Sport
Fishing Account of the Aquatic Resources Trust Fund. Moniesin the fund are spent, subject to
an existing permanent appropriation, to support Federal-State sport fish enhancement and safety
programs.

Description of Proposal

The proposal repeals the excise tax on all sonar devices suitable for finding fish.

Effective Date

The proposal is effective articles sold by the manufacturer, producer, or importer after
December 31, 2004.

12. Income tax credit for cost of carrying tax-paid distilled spiritsin wholesale inventories
Present L aw

Asistrue of most major Federal excise taxes, the excise tax on distilled spiritsisimposed
at apoint in the chain of distribution before the product reaches the retail (consumer) level. Tax
on domestically produced and/or bottled distilled spirits arises upon production (receipt) in a
bonded distillery and is collected based on removals from the distillery during each semi -
monthly period. Distilled spirits that are bottled before importation into the United States are
taxed on removal from the first U.S. warehouse where they are landed (including a warehouse
located in aforeign trade zone).

No tax credits are allowed under present law for business costs associated with having
tax-paid productsin inventory. Rather, excise tax that isincluded in the purchase price of a
product is treated the same as the other components of the product cost, i.e., deductible as a cost
of goods sold.

® Sec. 4161(a)(1).
8 Sec. 4161(a)(2).
8 Sec. 4162(b).
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Description of Proposal

The proposal creates a new income tax credit for eligible wholesale distributors of
distilled spirits. An eligible wholesaler is any person who holds a permit under the Federal
Alcohol Administration Act as awholesaler of distilled spirits.

The credit is calculated by multiplying the number of cases of bottled distilled spirits by
the average tax-financing cost per case for the most recent calendar year ending before the
beginning of such taxable year. A caseis 12 80-proof 750-milliliter bottles. The average tax-
financing cost per case is the amount of interest that would accrue at corporate overpayment
rates during an assumed 60-day holding period on an assumed tax rate of $22.83 per case of 12
750-milliliter bottles.

The credit only applies to domestically bottled distilled spirits® purchased directly from
the bottler of such spirits. The credit isin addition to present-law rules allowing tax included in
inventory costs to be deducted as a cost of goods sold.

The credit cannot be carried back to ataxable year beginning before January 1, 2005.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2004.
13. Suspension of occupational taxesrelating to distilled spirits, wine, and beer
Present L aw

Under present law, special occupational taxes are imposed on producers and others
engaged in the marketing of distilled spirits, wine, and beer. These excise taxes are imposed as
part of a broader Federal tax and regulatory engine governing the production and marketing of
alcoholic beverages. The special occupational taxes are payable annually, on July 1 of each year.
The present tax rates are as follows:

Producers™:
Distilled spirits and wines (sec. 5081) $1,000 per year, per premise
Brewers (sec. 5091) $1,000 per year, per premise
Wholesale dealers (sec. 5111):
Liquors, wines, or beer $500 per year

8 Distilled spirits that areimported in bulk and then bottled domestically qualify as
domestically bottled distilled spirits.

¥ A reduced rate of tax in the amount of $500 isimposed on small proprietors. Secs.
5081(b), 5091(b).
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Retail dealers (sec. 5121):

Liquors, wines, or beer $250 per year
Nonbeverage use of distilled spirits (sec. 5131): $500 per year
Industrial use of distilled spirits (sec. 5276): $250 per year

The Code requires every wholesale or retail dealer in liquors, wine or beer to keep
records of their transactions.® A delegate of the Secretary of the Treasury is authorized to
inspect the records of any dealer during business hours.** There are penalties for failing to
comply with the recordkeeping requirements.*

The Code limits the persons from whom dealers may purchase their liquor stock intended
for resale. Under the Code, adeaer may only purchase from:

D awholesale dealer in liquors who has paid the specia occupational tax as such
dealer to cover the place where such purchase is made; or

2 awholesale dealer in liquors who is exempt, at the place where such purchaseis
made, from payment of such tax under any provision chapter 51 of the Code; or

(©)) aperson who is not required to pay special occupational tax as a wholesale dealer
inliquors.®

Violation of this restriction is punishable by $1,000 fine, imprisonment of one year, or
both.** A violation also makes the alcohol subject to seizure and forfeiture.®

Description of Proposal

Under the proposal, the special occupational taxes on producers and marketers of
alcoholic beverages are suspended for athree-year period, July 1, 2004 through June 30, 2007.
Present law recordkeeping and registration requirements will continue to apply, notwithstanding

% Secs, 5114, 5124.
% Sec. 5146.
%2 Sec. 5603.

% Sec. 5117. For example, purchases from a proprietor of a distilled spirits plant at his
principal business office would be covered under item (2) since such a proprietor is not subject to
the specia occupational tax on account of sales at his principal business office. Sec. 5113(a).
Purchases from a State-operated liquor store would be covered under item (3). Sec. 5113(b).

% Sec. 5687.

% sec. 7302.
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the suspension of the special occupation taxes. In addition, during the suspension period, it shall
be unlawful for any dealer to purchase distilled spirits for resale from any person other than a
wholesale dealer in liquors who is subject to the recordkeeping requirements.

Effective Date

The proposal is effective on the date of enactment.



1. TAX REFORM AND SIMPLIFICATION FOR BUSINESSES
BASED IN THE UNITED STATES

A. Interest Expense Allocation Rules
Present L aw
In general

In order to compute the foreign tax credit limitation, a taxpayer must determine the
amount of its taxable income from foreign sources. Thus, the taxpayer must allocate and
apportion deductions between items of U.S.-source grossincome, on the one hand, and items of
foreign-source gross income, on the other.

In the case of interest expense, the rules generally are based on the approach that money
isfungible and that interest expense is properly attributable to al business activities and property
of ataxpayer, regardliess of any specific purpose for incurring an obligation on which interest is
paid.® For interest allocation purposes, the Code provides that al members of an affiliated
group of corporations generaly are treated as a single corporation (the so-called “ one-taxpayer
rule”) and allocation must be made on the basis of assets rather than gross income.

Affiliated group

In genera

The term “affiliated group” in this context generally is defined by reference to the rules
for determining whether corporations are eligible to file consolidated returns. However, some
groups of corporations are eligible to file consolidated returns yet are not treated as affiliated for
interest allocation purposes, and other groups of corporations are treated as affiliated for interest
allocation purposes even though they are not eligible to file consolidated returns. Thus, under
the one-taxpayer rule, the factors affecting the allocation of interest expense of one corporation
may affect the sourcing of taxable income of another, related corporation even if the two
corporations do not elect to file, or areineligible to file, consolidated returns.

Definition of affiliated group -- consolidated return rules

For consolidation purposes, the term “affiliated group” means one or more chains of
includible corporations connected through stock ownership with a common parent corporation
which is an includible corporation, but only if: (1) the common parent owns directly stock
possessing at least 80 percent of the total voting power and at least 80 percent of the total value
of at least one other includible corporation; and (2) stock meeting the same voting power and
value standards with respect to each includible corporation (excluding the common parent) is
directly owned by one or more other includible corporations.

% However, exceptions to the fungibility principle are provided in particular cases, some
of which are described below.
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Generally, the term “includible corporation” means any domestic corporation except
certain corporations exempt from tax under section 501 (for example, corporations organized and
operated exclusively for charitable or educational purposes), certain life insurance companies,
corporations electing application of the possession tax credit, regulated investment companies,
real estate investment trusts, and domestic international sales corporations. A foreign
corporation generally isnot an includible corporation.

Definition of affiliated group -- special interest allocation rules

Subject to exceptions, the consolidated return and interest allocation definitions of
affiliation generally are consistent with each other.®” For example, both definitions generally
exclude al foreign corporations from the affiliated group. Thus, while debt generally is
considered fungible among the assets of a group of domestic affiliated corporations, the same
rules do not apply as between the domestic and foreign members of a group with the same
degree of common control as the domestic affiliated group.

Banks, savings institutions, and other financial affiliates

The affiliated group for interest allocation purposes generally excludes what are referred
to in the Treasury regulations as “financial corporations’ (Treas. Reg. sec. 1.861-11T(d)(4)).
These include any corporation, otherwise a member of the affiliated group for consolidation
purposes, that isafinancia institution (described in section 581 or section 591), the business of
which is predominantly with persons other than related persons or their customers, and which is
required by State or Federa law to be operated separately from any other entity which isnot a
financial institution (sec. 864(e)(5)(C)). The category of financial corporations aso includes, to
the extent provided in regulations, bank holding companies (including financial holding
companies), subsidiaries of banks and bank holding companies (including financial holding
companies), and savings institutions predominantly engaged in the active conduct of a banking,
financing, or similar business (sec. 864(e)(5)(D)).

A financial corporation is not treated as a member of the regular affiliated group for
purposes of applying the one-taxpayer rule to other nonfinancial members of that group.
Instead, al such financial corporations that would be so affiliated are treated as a separate single
corporation for interest allocation purposes.

Description of Proposal

In general

The proposal modifies the present-law interest expense allocation rules (which gererally
apply for purposes of computing the foreign tax credit limitation) by providing a one-time
election under which the taxable income of the domestic members of an affiliated group from
sources outside the United States generally is determined by allocating and apportioning interest
expense of the domestic members of aworldwide affiliated group on a worldwide-group basis

%" One such exception is that the affiliated group for interest allocation purposes includes
section 936 corporations that are excluded from the consolidated group.

66



(i.e., asif al members of the worldwide group were a single corporation). If agroup makesthis
election, the taxable income of the domestic members of aworldwide affiliated group from
sources outside the United States is determined by allocating and apportioning the third-party
interest expense of those domestic members to foreign-source income in an amount equal to the
excess (if any) of (1) the worldwide affiliated group’ s worldwide third-party interest expense
multiplied by the ratio which the foreign assets of the worldwide affiliated group bears to the
total assets of the worldwide affiliated group,® over (2) the third-party interest expense incurred
by foreign members of the group to the extent such interest would be alocated to foreign sources
if the provision’s principles were applied separately to the foreign members of the group.*®

For purposes of the new elective rules based on worldwide fungibility, the worldwide
affiliated group means al corporations in an affiliated group (as that term is defined under
present law for interest allocation purposes)'® aswell as all controlled foreign corporations that,
in the aggregate, either directly or indirectly,® would be members of such an affiliated group if
section 1504(b)(3) did not apply (i.e., in which at least 80 percent of the vote and value of the
stock of such corporationsis owned by one or more other corporations included in the affiliated
group). Thus, if an affiliated group makes this election, the taxable income from sources outside
the United States of domestic group members generally is determined by allocating and
apportioning interest expense of the domestic members of the worldwide affiliated group asif all
of the interest expense and assets of 80-percent or greater owned domestic corporations (i.e.,
corporations that are part of the affiliated group under present-law section 864(e)(5)(A) as
modified to include insurance companies) and certain controlled foreign corporations were
attributable to a single corporation.

% For purposes of determining the assets of the worldwide affiliated group, neither stock
in corporations within the group nor indebtedness (including receivables) between members of
the group is taken into account. It is anticipated that the Treasury Secretary will adopt
regulations addressing the all ocation and apportionment of interest expense on such indebtedness
that follow principles analogous to those of existing regulations. Income from holding stock or
indebtedness of another group member is taken into account for all purposes under the present-
law rules of the Code, including the foreign tax credit provisions.

% Although the interest expense of aforeign subsidiary is taken into account for
purposes of allocating the interest expense of the domestic members of the electing worldwide
affiliated group for foreign tax credit limitation purposes, the interest expense incurred by a
foreign subsidiary is not deductible on a U.S. return.

1% The provision expands the definition of an affiliated group for interest expense
allocation purposes to include certaininsurance companies that are generally excluded from an
affiliated group under section 1504(b)(2) (without regard to whether such companies are covered
by an election under section 1504(c)(2)).

198 | ndirect ownership is determined under the rules of section 958(a)(2) or through
applying rules similar to those of section 958(a)(2) to stock owned directly or indirectly by
domestic partnerships, trusts, or estates.
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In addition, if an affiliated group elects to apply the new elective rules based on
worldwide fungibility, the present-law rules regarding the treatment of tax-exempt assets and the
basis of stock in nonaffiliated ten-percent owned corporations apply on aworldwide affiliated
group basis.

The common parent of the domestic affiliated group must make the worldwide affiliated
group election. It must be made for the first taxable year beginning after December 31, 2008, in
which aworldwide affiliated group exists that includes at least one foreign corporation that
meets the requirements for inclusion in aworldwide affiliated group. Once made, the election
applies to the common parent and all other members of the worldwide affiliated group for the
taxable year for which the election was made and all subsequent taxable years, unless revoked
with the consent of the Secretary of the Treasury.

Financial institution group election

The proposal allows taxpayers to apply the present-law bank group rules to exclude
certain financia institutions from the affiliated group for interest allocation purposes under the
worldwide fungibility approach. The provision also provides a one-time “financial institution
group” election that expands the present-law bank group. Under the provision, at the election of
the common parent of the pre-election worldwide affiliated group, the interest expense allocation
rules are applied separately to a subgroup of the worldwide affiliated group that consists of (1)
all corporations that are part of the present-law bank group, and (2) all “financial corporations.”
For this purpose, a corporation is afinancial corporation if at least 80 percent of its gross income
isfinancial servicesincome (as described in section 904(d)(2)(C)(i) and the regulations
thereunder) that is derived from transactions with unrelated persons.’® For these purposes, items
of income or gain from a transaction or series of transactions are disregarded if a principal
purpose for the transaction or transactions is to qualify any corporation as a financia
corporation.

The common parent of the pre-election worldwide affiliated group must make the
election for the first taxable year beginning after December 31, 2008, in which aworldwide
affiliated group includes afinancial corporation. Once made, the election applies to the financial
institution group for the taxable year and all subsequent taxable years. In addition, the provision
provides anti -abuse rules under which certain transfers from one member of afinancial
institution group to a member of the worldwide affiliated group outside of the financial
institution group are treated as reducing the amount of indebtedness of the separate financial
ingtitution group. The provision provides regulatory authority with respect to the election to
provide for the direct allocation of interest expense in circumstances in which such allocation is
appropriate to carry out the purposes of the provision, prevent assets or interest expense from
being taken into account more than once, or address changes in members of any group (through
acquisitions or otherwise) treated as affiliated under this provision.

192" See Treas. Reg. sec. 1.904-4(e)(2).

68



Effective Date

The proposal is effective for taxable years beginning after December 31, 2008.
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B. Recharacterization of Overall Domestic L oss
Present L aw

The United States provides a credit for foreign income taxes paid or accrued. The
foreign tax credit generally islimited to the U.S. tax liability on ataxpayer’s foreign-source
income, in order to ensure that the credit serves the purpose of mitigating double taxation of
foreign-source income without offsetting the U.S. tax on U.S.-source income. This overall
limitation is calculated by prorating a taxpayer's pre-credit U.S. tax on its worldwide income
between its U.S.-source and foreign-source taxable income. The ratio (not exceeding 100
percent) of the taxpayer's foreign-source taxable income to worldwide taxable incomeis
mul tiplied by its pre-credit U.S. tax to establish the amount of U.S. tax allocable to the taxpayer's
foreign-source income and, thus, the upper limit on the foreign tax credit for the year.

In addition, this limitation is calculated separately for various categories of income,
generally referred to as “ separate limitation categories.” The total amount of the foreign tax
credit used to offset the U.S. tax on income in each separate limitation category may not exceed
the proportion of the taxpayer's U.S. tax which the taxpayer's foreign-source taxable incomein
that category bearsto its worldwide taxable income.

If ataxpayer's losses from foreign sources exceed its foreign-source income, the excess
(“overadl foreign loss,” or “OFL") may offset U.S.-source income. Such an offset reduces the
effective rate of U.S. tax on U.S.-source income.

In order to eliminate a double benefit (that is, the reduction of U.S. tax previously noted
and, later, full allowance of aforeign tax credit with respect to foreign-source income), present
law includes an OFL recapture rule. Under thisrule, a portion of foreign-source taxable income
earned after an OFL year is recharacterized as U.S.-source taxable income for foreign tax credit
purposes (and for purposes of the possessionstax credit). Unless ataxpayer elects a higher
percentage, however, generally no more than 50 percent of the foreign-source taxable income
earned in any particular taxable year is recharacterized as U.S.-source taxable income. The
effect of the recapture is to reduce the foreign tax credit limitation in one or more years
following an OFL year and, therefore, the amount of U.S. tax that can be offset by foreign tax
creditsin the later year or years.

Losses for any taxable year in separate foreign limi tation categories (to the extent that
they do not exceed foreign income for the year) are apportioned on a proportionate basis among
(and operate to reduce) the foreign income categories in which the entity earnsincome in the loss
year. A separate limitation |oss recharacterization rule applies to foreign losses apportioned to
foreign income pursuant to the above rule. If a separate limitation |oss was apportioned to
income subject to another separate limitation category and the loss category has income for a
subsequent taxable year, then that income (to the extent that it does not exceed the aggregate
separate limitation losses in the loss category not previously recharacterized) must be
recharacterized as income in the separate limitation category that was previously offset by the
loss. Such recharacterization must be made in proportion to the prior loss apportionment not
previously taken into account.
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A U.S.-source loss reduces pre-credit U.S. tax on worldwide income to an amount less
than the hypothetical tax that would apply to the taxpayer's foreign-source incomeif viewed in
isolation. The existence of foreign-source taxable income in the year of the U.S.-source loss
reduces or eliminates any net operating loss carryover that the U.S.-source loss would otherwise
have generated absent the foreign income. In addition, as the pre-credit U.S. tax on worldwide
income is reduced, so isthe foreign tax credit limitation. Moreover, any U.S.-source loss for any
taxable year is apportioned among (and operates to reduce) foreign income in the separate
limitation categories on a proportionate basis. Asaresult, some foreign tax credits in the year of
the U.S.-source loss must be credited, if at all, in a carryover year. Tax on U.S.-source taxable
incomein a subsequent year may be offset by a net operating loss carryforward, but not by a
foreign tax credit carryforward. Thereis currently no mechanism for recharacterizing such
subsequent U.S.-source income as foreign-source income.

For example, suppose ataxpayer generates a $100 U.S.-source loss and earns $100 of
foreign-source income in Year 1, and pays $30 of foreign tax on the $100 of foreign-source
income. Because the taxpayer has no net taxable incomein Year 1, no foreign tax credit can be
clamedinYear 1 with respect to the $30 of foreign taxes. If the taxpayer then earns $100 of
U.S.-source income and $100 of foreign-source incomein Y ear 2, present law does not
recharacterize any portion of the $100 of U.S.-source income as foreign-source income to reflect
the fact that the previous year’'s $100 U.S.-source | oss reduced the taxpayer’ s ability to claim
foreign tax credits.

Description of Proposal

The proposal applies are-sourcing rule to U.S.-source income in casesin which a
taxpayer’s foreign tax credit limitation has been reduced as a result of an overall domestic loss.
Under the provision, a portion of the taxpayer's U.S.-source income for each succeeding taxable
year is recharacterized as foreign-source income in an amount equal to the lesser of: (1) the
amount of the unrecharacterized overall domestic losses for years prior to such succeeding
taxable year, and (2) 50 percent of the taxpayer's U.S.-source income for such succeeding taxable
year.

The proposal defines an overall domestic loss for this purpose as any domestic loss to the
extent it offsets foreign-source taxable income for the current taxable year or for any preceding
taxable year by reason of aloss carryback. For this purpose, a domestic loss means the amount
by which the U.S.-source gross income for the taxable year is exceeded by the sum of the
deductions properly apportioned or allocated thereto, determined without regard to any loss
carried back from a subsequent taxable year. Under the provision, an overall domestic loss does
not include any loss for any taxable year unless the taxpayer elected the use of the foreign tax
credit for such taxable year.

Any U.S.-source income recharacterized under the provision is allocated among and
increases the various foreign tax credit separate limitation categories in the same proportion that
those categories were reduced by the prior overall domestic losses, in a manner similar to the
recharacterization rules for separate limitation |osses.
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It is anticipated that situations may arise in which ataxpayer generates an overall
domestic lossin ayear following ayear in which it had an overall foreign loss, or vice versa. In
such acase, it would be necessary for ordering and other coordination rules to be devel oped for
purposes of computing the foreign tax credit limitation in subsequent taxable years. The
proposal grants the Secretary of the Treasury authority to prescribe such regulations as may be
necessary to coordinate the operation of the OFL recapture rules with the operation of the overall
domestic loss recapture rules added by the provision.

Effective Date

The proposal is effective for losses incurred in taxable years beginning after
December 31, 2006.
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C. Reduction to Two Foreign Tax Credit Baskets
Present L aw
In general

The United States taxes its citizens and residents on their worldwide income. Because
the countries in which income is earned also may assert their jurisdiction to tax the same income
on the basis of source, foreign-source income earned by U.S. persons may be subject to double
taxation. In order to mitigate this possibility, the United States provides a credit against U.S. tax
liability for foreign income taxes paid, subject to a number of limitations. The foreign tax credit
generaly islimited to the U.S. tax liability on ataxpayer’ s foreign-source income, in order to
ensure that the credit serves its purpose of mitigating double taxation of cross-border income
without offsetting the U.S. tax on U.S.-source income.

The foreign tax credit limitation is applied separately to the following categories of
income: (1) passive income, (2) high withholding tax interest, (3) financial servicesincome, (4)
shipping income, (5) certain dividends received from noncontrolled section 902 foreign
corporations (“10/50 companies’),' (6) certain dividends from a domestic international sales
corporation or former domestic international sales corporation, (7) taxable income attributable to
certain foreign trade income, (8) certain distributions from aforeign sales corporation or former
foreign sales corporation, and (9) any other income not described in items (1) through (8) (so-
called “genera basket” income). In addition, a number of other provisions of the Code and U.S.
tax treaties effectively create additional separate limitations in certain circumstances.’®

Financial servicesincome

In general, the term “financial servicesincome” includesincome received or accrued by a
person predominantly engaged in the active conduct of a banking, insurance, financing, or
similar business, if the income is derived in the active conduct of a banking, financing or similar

1% gubject to certain exceptions, dividends paid by a 10/50 company in taxable years
beginning after December 31, 2002 are subject to either alook-through approach in which the
dividend is attributed to a particular limitation category based on the underlying earnings which
gave riseto the dividend (for post-2002 earnings and profits), or a single-basket limitation
approach for dividends from all 10/50 companies that are not passive foreign investment
companies (for pre-2003 earnings and profits). Under section 304 of the bill, these dividends are
subject to alook-through approach, irrespective of when the underlying earnings and profits
arose.

1% See, e.g., sec. 56(g)(4)(C)(iii)(1V) (relating to certain dividends from corporations
eligible for the sec. 936 credit); sec. 245(a)(10) (relating to certain dividends treated as foreign
source under treaties); sec. 865(h)(1)(B) (relating to certain gains from stock and intangibles
treated as foreign source under treaties); sec. 901(j)(1)(B) (relating to income from certain
specified countries); and sec. 904(g)(10)(A) (relating to interest, dividends, and certain other
amounts derived from U.S.-owned foreign corporations and treated as foreign source under
treaties).
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business, or is derived from the investment by an insurance company of its unearned premiums
or reserves ordinary and necessary for the proper conduct of its insurance business (sec.
904(d)(2)(C)). The Code aso provides that financial servicesincome includes income, received
or accrued by a person predominantly engaged in the active conduct of a banking, insurance,
financing, or similar business, of a kind which would generally be insurance income (as defined
in section 953(a)), among other items.

Treasury regulations provide that a person is predominantly engaged in the active
conduct of a banking, insurance, financing, or similar business for any year if for that year at
least 80 percent of its grossincome is “ active financing income.” *® The regulations further
provide that a corporation that is not predominantly engaged in the active conduct of a banking,
insurance, financing, or similar business under the preceding definition can derive financial
services income if the corporation is a member of an affiliated group (as defined in section
1504(a), but expanded to include foreign corporations) that, as a whole, meets the regul atory test
of being “ predominantly engaged.”'® In determining whether an affiliated group is
“predominantly engaged,” only the income of members of the group that are U.S. corporations,
or controlled foreign corporations in which such U.S. corporations own (directly or indirectly) at
least 80 percent of the total voting power and value of the stock, are counted.

“Base difference’ items

Under Treasury regulations, foreign taxes are allocated and apportioned to the same
limitation categories as the income to which they relate.’” In casesin which foreign law
imposes tax on an item of income that does not constitute income under U.S. tax principles (a
“base difference” item), the tax istreated as imposed on income in the general limitation
category.'®

Description of Proposal

In general

The proposal generally reduces the number of foreign tax credit limitation categories to
two: passive category income and general category income. Other income isincluded in one of
the two categories, as appropriate. For example, shipping income generaly fallsinto the general
limitation category, whereas high withholding tax interest generally could fall into the passive
income or the general limitation category, depending on the circumstances. Dividends from a
domestic international sales corporation or former domestic international sales corporation,
income attributable to certain foreign trade income, and certain distributions from aforeign sales
corporation or former foreign sales corporation all are assigned to the passive income limitation

% Treas. Reg. sec. 1.904-4(e)(3)(i) and (2)(i).
1% Treas. Reg. sec. 1.904-4(e)(3)(ii).
" Treas. Reg. sec. 1.904-6.

1% Treas. Reg. sec. 1.904-6(a)(1)(iv).
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category. The proposal does not affect the separate computation of foreign tax credit limitations
under specia provisions of the Code relating to, for example, treaty-based sourcing rules or
specified countries under section 901(j).

Financial servicesincome

In the case of amember of afinancial services group or any other person predominantly
engaged in the active conduct of a banking, insurance, financing or similar business, the proposal
treats income meeting the definition of financial servicesincome as general category income.
Under the proposal, afinancial services group is an affiliated group that is predominantly
engaged in the active conduct of a banking, insurance, financing or similar business. For this
purpose, the definition of an affiliated group under section 1504(a) is applied, but expanded to
include certain insurance companies (without regard to whether such companies are covered by
an election under section 1504(c)(2)) and foreign corporations. In determining whether such a
group is predominantly engaged in the active conduct of a banking, insurance, financing, or
similar business, only the income of members of the group that are U.S. corporations or
controlled foreign corporations in which such U.S. corporations own (directly or indirectly) at
least 80 percent of total voting power and value of the stock are taken into account.

The proposal does not alter the present law interpretation of what it means to be a “person
predominantly engaged in the active conduct of a banking, insurance, financing, or similar
business.”'® Thus, other provisions of the Code that rely on this same concept of a*“person
predominantly engaged in the active conduct of a banking, insurance, financing, or similar
business’ are not affected by the proposal. For example, under the “accumulated deficit rule” of
section 952(c)(1)(B), subpart F income inclusions of a U.S. shareholder attributable to a
“qualified activity” of acontrolled foreign corporation may be reduced by the amount of the U.S.
shareholder’ s pro rata share of certain prior year deficits attributable to the same qualified
activity. Inthe case of aqualified financial institution, qualified activity consists of any activity
giving rise to foreign personal holding company income, but only if the controlled foreign
corporation was predominantly engaged in the active conduct of a banking, financing, or similar
business in both the year in which the corporation earned the income and the year in which the
corporation incurred the deficit. Similarly, in the case of a qualified insurance company,
qualified activity consists of activity giving rise to insurance income or foreign personal holding
company income, but only if the controlled foreign corporation was predominantly engaged in
the active conduct of an insurance business in both the year in which the corporation earned the
income and the year in which the corporation incurred the deficit. For this purpose,
“predominantly engaged in the active conduct of a banking, insurance, financing, or similar
business’ is defined under present law by reference to the use of the term for purposes of the
separate foreign tax credit limitations.™® The present-law meaning of “predominantly engaged”
for purposes of section 952(c)(1)(B) remains unchanged under the proposal.

1% See Treas. Reg. sec. 1.904-4(e).

10 See H.R. Rep. No. 99-841, 99" Cong., 2d Sess. 11-621 (1986); Staff of the Joint
Committee on Taxation, 100" Cong., 1% Sess., General Explanation of the Tax Reform Act of
1986, at 984 (1987).
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The proposal requires the Treasury Secretary to specify the treatment of financial services
income received or accrued by pass-through entities that are not members of afinancial services
group. Itisanticipated that these regulations will be generally consistent with regulations
currently in effect.

“Base difference’ items

Creditable foreign taxes that are imposed on amounts that do not constitute income under
U.S. tax principles are treated as imposed on general limitation income.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2006.

Taxes paid or accrued in ataxable year beginning before January 1, 2007, and carried to
any subsequent taxable year are treated asif this proposal were in effect on the date such taxes
were paid or accrued. Thus, such taxes are assigned to one of the two foreign tax credit
limitation categories, as appropriate.

The Treasury Secretary is given authority to provide by regulations for the allocation of
income with respect to taxes carried back to pre-effective-date years (in which more than two
limitation categories are in effect).
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D. Look-Through Rulesto Apply to Dividends from
Noncontrolled Section 902 Cor por ations

Present L aw

U.S. persons may credit foreign taxes against U.S. tax on foreign-source income. In
general, the amount of foreign tax credits that may be claimed in ayear is subject to a limitation
that prevents taxpayers from using foreign tax credits to offset U.S. tax on U.S.-source income.
Separate limitations are also applied to specific categories of income.

Specia foreign tax credit limitations apply in the case of dividends received from a
foreign corporation in which the taxpayer owns at least 10 percent of the stock by vote and
which is not a controlled foreign corporation (a so-called “10/50 company”). Dividends paid by
a 10/50 company that is not a passive foreign investment company out of earnings and profits
accumulated in taxable years beginning before January 1, 2003 are subject to a single foreign tax
credit limitation for all 10/50 companies (other than passive foreign investment companies).™
Dividends paid by a 10/50 company that is a passive foreign investment company out of earnings
and profits accumulated in taxable years beginning before January 1, 2003, continue to be
subject to a separate foreign tax credit limitation for each such 10/50 company. Dividends paid
by a 10/50 company out of earnings and profits accumulated in taxable years after December 31,
2002 are treated asincome in aforeign tax credit limitation category in proportion to the ratio of
the 10/50 company’ s earnings and profits attributable to income in such foreign tax credit
limitation category to its total earnings and profits (a“look-through” approach).

For these purposes, distributions are treated as made from the most recently accumulated
earnings and profits. Regulatory authority is granted to provide rules regarding the treatment of
distributions out of earnings and profits for periods prior to the taxpayer's acquisition of such
stock.

Description of Proposal

The proposal generally applies the look-through approach to dividends paid by a 10/50
company regardless of the year in which the earnings and profits out of which the dividend is
paid were accumulated.™™ If the Treasury Secretary determines that a taxpayer has inadequately
substantiated that it assigned a dividend from a 10/50 company to the proper foreign tax credit
limitation category, the dividend is treated as passive category income for foreign tax credit
basketing purposes.™

1 Dividends paid by a 10/50 company in taxable years beginning before January 1,
2003 are subject to a separate foreign tax credit limitation for each 10/50 company.

12 This |ook-through treatment also applies to dividends that a controlled foreign
corporation receives from a 10/50 company and then distributes to a U.S. shareholder.

13 1t is anticipated that the Treasury Secretary will reconsider the operation of the
foreign tax credit regulations to ensure that the high-tax income rules apply appropriately to
dividends treated as passive category income because of inadequate substantiation.

77



Effective Date

The proposal is effective for taxable years beginning after December 31, 2002.

The proposal also provides transition rules regarding the use of pre-effective-date foreign
tax credits associated with a 10/50-company separate limitation category in post-effective-date
years. Look-through principles similar to those applicable to post-effective-date dividends from
a 10/50 company apply to determine the appropriate foreign tax credit limitation category or
categories with respect to carrying forward foreign tax credits into future years. The proposal
allows the Treasury Secretary to issue regulations addressing the carryback of foreign tax credits
associated with adividend from a 10/50 company to pre-effective-date years.
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E. Attribution of Stock Ownership Through Partnershipsto Apply
in Deter mining Section 902 and 960 Credits

Present L aw

Under section 902, a domestic corporation that receives adividend from aforeign
corporation in which it owns ten percent or more of the voting stock is deemed to have paid a
portion of the foreign taxes paid by such foreign corporation. Thus, such a domestic corporation
iseligible to claim aforeign tax credit with respect to such deemed-paid taxes. The domestic
corporation that receives a dividend is deemed to have paid a portion of the foreign corporation’s
post-1986 foreign income taxes based on the ratio of the amount of the dividend to the foreign
corporation’s post-1986 undistributed earnings and profits.

Foreign income taxes paid or accrued by lower-tier foreign corporations also are eligible
for the deemed-paid credit if the foreign corporation falls within a qualified group (sec. 902(b)).
A “qualified group” includes certain foreign corporations within the first six tiers of a chain of
foreign corporations if, among other things, the product of the percentage ownership of voting
stock at each level of the chain (beginning from the domestic corporation) equals at least five
percent. In addition, in order to claim indirect credits for foreign taxes paid by certain fourth-,
fifth-, and sixth-tier corporations, such corporations must be controlled foreign corporations
(within the meaning of sec. 957) and the shareholder claiming the indirect credit must bea U.S.
shareholder (as defined in sec. 951(b)) with respect to the controlled foreign corporations. The
application of the indirect foreign tax credit below the third tier is limited to taxes paid in taxable
years during which the payor is a controlled foreign corporation. Foreign taxes paid below the
sixth tier of foreign corporations are ineligible for the indirect foreign tax credit.

Section 960 similarly permits a domestic corporation with subpart F inclusions from a
controlled foreign corporation to claim deemed-paid foreign tax credits with respect to foreign
taxes paid or accrued by the controlled foreign corporation on its subpart F income.

The foreign tax credit provisions in the Code do not specifically address whether a
domestic corporation owning ten percent or more of the voting stock of aforeign corporation
through a partnership is entitled to a deemed-paid foreign tax credit.™** In Rev. Rul. 71-141,*®
the IRS held that aforeign corporation’s stock held indirectly by two domestic corporations

14 Under section 901(b)(5), an individual member of a partnership or a beneficiary of an
estate or trust generally may claim a direct foreign tax credit with respect to the amount of his or
her proportionate share of the foreign taxes paid or accrued by the partnership, estate, or trust.
This rule does not specifically apply to corporations that are either members of a partnership or
beneficiaries of an estate or trust. However, section 702(a)(6) provides that each partner
(including individuals or corporations) of a partnership must take into account separately its
distributive share of the partnership’s foreign taxes paid or accrued. In addition, under section
703(b)(3), the election under section 901 (whether to credit the foreign taxes) is made by each
partner separately.

15 1971-1 C.B. 211.
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through their interests in a domestic general partnership is attributed to such domestic
corporations for purposes of determining the domestic corporations' eligibility to claim a
deemed-paid foreign tax credit with respect to the foreign taxes paid by such foreign corporation.
Accordingly, agenera partner of adomestic general partnership is permitted to claim deemed-
paid foreign tax credits with respect to a dividend distribution from the foreign corporation to the
partnership.

However, in 1997, the Treasury Department issued final regulations under section 902,
and the preambl e to the regulations states that “[t]he final regulations do not resolve under what
circumstances a domestic corporate partner may compute an amount of foreign taxes deemed
paid with respect to dividends received from aforeign corporation by a partnership or other pass-
through entity.”® In recognition of the holding in Rev. Rul. 71-141, the preamble to the final
regulations under section 902 states that a “domestic shareholder” for purposes of section 902 is
adomestic corporation that “owns’ the requisite voting stock in aforeign corporation rather than
one that “owns directly” the voting stock. At the same time, the preamble states that the IRS is
still considering under what other circumstances Rev. Rul. 71-141 should apply. Consequently,
uncertainty remains regarding whether a domestic corporation owning ten percent or more of the
voting stock of aforeign corporation through a partnership is entitled to a deemed-paid foreign
tax credit (other than through a domestic general partnership).

Description of Proposal

The proposal clarifies that a domestic corporation is entitled to claim deemed-paid
foreign tax credits with respect to aforeign corporation that is held indirectly through aforeign
or domestic partnership, provided that the domestic corporation owns (indirectly through the
partnership) ten percent or more of the foreign corporation’s voting stock. No inferenceis
intended as to the treatment of such deemed-paid foreign tax credits under present law. The
proposal also clarifies that both individual and corporate partners (or estate or trust beneficiaries)
may claim direct foreign tax credits with respect to their proportionate shares of taxes paid or
accrued by a partnership (or estate or trust).

Effective Date

The proposal applies to taxes of foreign corporations for taxable years of such
corporations beginning after the date of enactment.

16 T.D. 8708, 1997-1 C.B. 137.
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F. Foreign Tax Credit Treatment of Deemed Payments Under Section 367(d)
Present L aw

In the case of transfers of intangible property to foreign corporations by means of
contributions and certain other nonrecognition transactions, special rules apply that are designed
to mitigate the tax avoidance that may arise from shifting the income attributable to intangible
property offshore. Under section 367(d), the outbound transfer of intangible property is treated
asasde of the intangible for a stream of contingent payments. The amounts of these deemed
payments must be commensurate with the income attributable to the intangible. The deemed
payments are included in gross income of the U.S. transferor as ordinary income, and the
earnings and profits of the foreign corporation to which the intangible was transferred are
reduced by such amounts.

The Taxpayer Relief Act of 1997 (the“1997 Act”) repealed arule that treated all such
deemed payments as giving rise to U.S.-source income. Because the foreign tax credit is
generaly limited to the U.S. tax imposed on foreign-source income, the prior-law rule reduced
the taxpayer’ s ability to claim foreign tax credits. Asaresult of the repeal of the rule, the source
of payments deemed received under section 367(d) is determined under general sourcing rules.
These rules treat income from sales of intangible property for contingent payments the same as
royalties, with the result that the deemed payments may give rise to foreign-source income. ™"’

The 1997 Act did not address the characterization of the deemed payments for purposes
of applying the foreign tax credit separate limitation categories.™™® If the deemed payments are
treated like proceeds of a sale, then they could fall into the passive category; if the deemed
payments are treated like royalties, then in many cases they could fall into the general category
(under 1ook-through rules applicable to payments of dividends, interest, rents, and royalties
received from controlled foreign corporations).™®

Description of Proposal

The proposal specifies that deemed payments under section 367(d) are treated as royalties
for purposes of applying the separate limitation categories of the foreign tax credit.

Effective Date

The proposal is effective for amounts treated as received on or after August 5, 1997 (the
effective date of the relevant provision of the 1997 Act).

17 Secs. 865(d), 862(a).
18 Sec. 904(d).
19 Sec. 904(d)(3).
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G. United States Property Not to Include Certain Assets
of Controlled Foreign Corporation

Present L aw

In general, the subpart F rules™ require U.S. shareholders with a 10-percent or greater
interest in a controlled foreign corporation (*U.S. 10-percent shareholders’) to include in taxable
income thelir pro rata shares of certain income of the controlled foreign corporation (referred to
as “subpart F income”) when such income is earned, whether or not the earnings are distributed
currently to the shareholders. In addition, the U.S. 10-percent shareholders of a controlled
foreign corporation are subject to U.S. tax on their pro rata shares of the controlled foreign
corporation's earnings to the extent invested by the controlled foreign corporation in certain U.S.
property in ataxable year.'?

A shareholder’ sincome inclusion with respect to a controlled foreign corporation's
investment in U.S. property for ataxable year is based on the controlled foreign corporation’s
average investment in U.S. property for such year. For this purpose, the U.S. property held
(directly or indirectly) by the controlled foreign corporation must be measured as of the close of
each quarter in the taxable year.” The amount taken into account with respect to any property
isthe property’ s adjusted basis as determined for purposes of reporting the controlled foreign
corporation’s earnings and profits, reduced by any liability to which the property is subject. The
amount determined for inclusion in each taxable year is the shareholder’ s pro rata share of an
amount equal to the lesser of: (1) the controlled foreign corporation’ s average investment in
U.S. property as of the end of each quarter of such taxable year, to the extent that such
investment exceeds the foreign corporation’ s earnings and profits that were previoudy taxed on
that basis; or (2) the controlled foreign corporation’s current or accumulated earnings and profits
(but not including a deficit), reduced by distributions during the year and by earnings that have
been taxed previously as earningsinvested in U.S. property.’® Anincomeinclusion is required
only to the extent that the amount so cal culated exceeds the amount of the controlled foreign
corporation’ s earnings that have been previously taxed as subpart F income.

For purposes of section 956, U.S. property gererally is defined to include tangible
property located in the United States, stock of a U.S. corporation, an obligation of a U.S. person,
and certain intangible assets including a patent or copyright, an invention, model or design, a

120 Secs. 951-964.

21 sec. 951(a)(1)(B).
12 Sec. 956(a).

128 Secs. 956 and 959.

124 Secs. 951(a)(1)(B) and 959.
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secret formula or process or similar property right which is acquired or developed by the
controlled foreign corporation for use in the United States.'®

Specified exceptions from the definition of U.S. property are provided for: (1)
obligations of the United States, money, or deposits with persons carrying on the banking
business; (2) certain export property; (3) certain trade or business obligations; (4) aircraft,
railroad rolling stock, vessels, motor vehicles or containers used in transportation in foreign
commerce and used predominantly outside of the United States; (5) certain insurance company
reserves and unearned premiums related to insurance of foreign risks; (6) stock or debt of certain
unrelated U.S. corporations; (7) moveable property (other than avessel or aircraft) used for the
purpose of exploring, developing, or certain other activities in connection with the ocean waters
of the U.S. Continental Shelf; (8) an amount of assets equal to the controlled foreign
corporation’ s accumulated earnings and profits attributable to income effectively connected with
aU.S. trade or business; (9) property (to the extent provided in regulations) held by aforeign
sales corporation and related to its export activities; (10) certain deposits or receipts of collateral
or margin by a securities or commodities dealer, if such deposit is made or received on
commercial termsin the ordinary course of the dealer’ s business as a securities or commodities
dealer; and (11) certain repurchase and reverse repurchase agreement transactions entered into by
or with adealer in securities or commoditiesin the ordinary course of its business as a securities
or commodities dealer.**

Description of Proposal

The proposal adds two new exceptions from the definition of U.S. property for
determining currert income inclusion by a U.S. 10-percent shareholder with respect to an
investment in U.S. property by a controlled foreign corporation.

The first exception generally applies to securities acquired and held by a controlled
foreign corporation in the ordinary course of its trade or business as adealer in securities. The
exception applies only if the controlled foreign corporation dealer: (1) accounts for the securities
as securities held primarily for sale to customersin the ordinary course of business; and (2)
disposes of such securities (or such securities mature while being held by the dealer) within a
period consistent with the holding of securities for sale to customers in the ordinary course of
business.

The second exception generally applies to the acquisition by a controlled foreign
corporation of obligationsissued by a U.S. person that is not a domestic corporation and that is
not (1) aU.S. 10-percent shareholder of the controlled foreign corporation, or (2) a partnership,
estate or trust in which the controlled foreign corporation or any related person is a partner,
beneficiary or trustee immediately after the acquisition by the controlled foreign corporation of
such obligation.

1% Sec. 956(c)(1).

126 Sec. 956(C)(2).
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Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and for taxable years of United States shareholders with or within which
such taxable years of such foreign corporations end.



H. Election Not to Use Average Exchange Rate for Foreign Tax Paid
Other Than in Functional Currency

Present L aw

For taxpayers that take foreign income taxes into account when accrued, present law
provides that the amount of the foreign tax credit generally is determined by trandlating the
amount of foreign taxes paid in foreign currencies into a U.S. dollar amount at the average
exchange rate for the taxable year to which such taxes relate (sec. 986(a)(1)). Thisrule applies
to foreign taxes paid directly by U.S. taxpayers, which taxes are creditable in the year paid or
accrued, and to foreign taxes paid by foreign corporations that are deemed paid by aU.S.
corporation that is a shareholder of the foreign corporation, and hence creditable in the year that
the U.S. corporation receives a dividend or has an income inclusion from the foreign corporation.
This rule does not apply to any foreign incometax: (1) that is paid after the date that is two
years after the close of the taxable year to which such taxes relate; (2) of an accrual-basis
taxpayer that is actually paid in ataxable year prior to the year to which the tax relates; or (3)
that is denominated in an inflationary currency (as defined by regulations).

Foreign taxes that are not eligible for trandation at the average exchange rate generally
are trandated into U.S. dollar amounts using the exchange rates as of the time such taxes are
paid. However, the Secretary is authorized to issue regulations that would allow foreign tax
payments to be trandated into U.S. dollar amounts using an average exchange rate for a specified
period (sec. 986(a)(2)).

Description of Proposal

For taxpayers that are required under present law to trans ate foreign income tax
payments at the average exchange rate, the proposal provides an election to trandlate such taxes
into U.S. dollar amounts using the exchange rates as of the time such taxes are paid, provided the
foreign income taxes are denominated in a currency other than the taxpayer’ s functional
currency.™® Any election under the proposal applies to the taxable year for which the election is
made and to all subsequent taxable years unless revoked with the consent of the Secretary. The
proposal authorizes the Secretary to issue regulations that apply the election to foreign income
taxes attributable to a qualified business unit.

Effective Date

The proposal is effective with respect to taxable years beginning after December 31,
2004.

127 Electing taxpayers trand ate foreign income tax payments pursuant to the same
present-law rulesthat apply to taxpayers that are required to translate foreign income taxes using
the exchange rates as of the time such taxes are paid.
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I. Repeal of Withholding Tax on Dividends From Certain Foreign Corporations
Present L aw

Nonresident individuals who are not U.S. citizens and foreign corporations (collectively,
foreign persons) are subject to U.S. tax on income that is effectively connected with the conduct
of aU.S. trade or business; the U.S. tax on such income is calculated in the same manner and at
the same graduated rates as the tax on U.S. persons (secs. 871(b) and 882). Foreign persons also
are subject to a 30-percent gross basis tax, collected by withholding, on certain U.S.-source
passive income (e.g., interest and dividends) that is not effectively connected with a U.S. trade or
business. This 30-percent withholding tax may be reduced or eliminated pursuant to an
applicable tax treaty. Foreign persons generally are not subject to U.S. tax on foreign-source
income that is not effectively connected with a U.S. trade or business.

In general, dividends paid by a domestic corporation are treated as being from U.S.
sources and dividends paid by aforeign corporation are treated as being from foreign sources.
Thus, dividends paid by foreign corporations to foreign persons generally are not subject to
withholding tax because such income generally is treated as foreign-source income.

An exception from this general rule appliesin the case of dividends paid by certain
foreign corporations. If aforeign corporation derives 25 percent or more of its gross income as
income effectively connected with aU.S. trade or business for the three-year period ending with
the close of the taxable year preceding the declaration of a dividend, then a portion of any
dividend paid by the foreign corporation to its shareholders will be treated as U.S.-source income
and, in the case of dividends paid to foreign shareholders, will be subject to the 30-percent
withholding tax (sec. 861(a)(2)(B)). Thisruleissometimesreferred to as the “secondary
withholding tax.” The portion of the dividend treated as U.S.-source income is equal to the ratio
of the gross income of the foreign corporation that was effectively connected with its U.S. trade
or business over the total grossincome of the foreign corporation during the three-year period
ending with the close of the preceding taxable year. The U.S.-source portion of the dividend
paid by the foreign corporation to its foreign shareholdersis subject to the 30-percent
withholding tax.

Under the branch profits tax provisions, the United States taxes foreign corporations
engaged in aU.S. trade or business on amounts of U.S. earnings and profits that are shifted out
of the U.S. branch of the foreign corporation. The branch profits tax is comparable to the
second-level taxes imposed on dividends paid by a domestic corporation to its foreign
shareholders. The branch profits tax is 30 percent of the foreign corporation’s “dividend
equivalent amount,” which generally is the earnings and profits of a U.S. branch of aforeign
corporation attributable to its income effectively connected with a U.S. trade or business (secs.
884(a) and (b)).

If aforeign corporation is subject to the branch profits tax, then no secondary
withholding tax isimposed on dividends paid by the foreign corporation to its shareholders (sec.
884(e)(3)(A)). If aforeign corporation isaqualified resident of atax treaty country and claims
an exemption from the branch profits tax pursuant to the treaty, the secondary withholding tax
could apply with respect to dividends it pays to its shareholders. Several tax treaties (including
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treaties that prevent imposition of the branch profits tax), however, exempt dividends paid by the
foreign corporation from the secondary withholding tax.

Description of Proposal

The proposal eliminates the secondary withholding tax with respect to dividends paid by
certain foreign corporations.

Effective Date

The proposal is effective for payments made after December 31, 2004.
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J. Provide Equal Treatment for Interest Paid by Foreign Partnerships
and Foreign Corporations

Present L aw

In generd, interest income from bonds, notes or other interest-bearing obligations of
noncorporate U.S. residents or domestic corporations is treated as U.S.-source income.’® Other
interest (e.g., interest on obligations of foreign corporations and foreign partnerships) generally
istreated as foreign-source income. However, Treasury regulations provide that aforeign
partnership isaU.S. resident for purposes of thisruleif at any time during its taxable year it is
engaged in atrade or business in the United States.™® Therefore, any interest received from such
aforeign partnership is U.S.-source income.

Notwithstanding the general rule described above, in the case of aforeign corporation
engaged in aU.S. trade or business (or having gross income that is treated as effectively
connected with the conduct of a U.S. trade or business), interest paid by such U.S. trade or
businessistreated asif it were paid by a domestic corporation (i.e., such interest is treated as
U.S.-source income).*®

Description of Proposal

The proposal treats interest paid by foreign partnerships in a manner similar to the
treatment of interest paid by foreign corporations. Thus, interest paid by aforeign partnership is
treated as U.S.-source income only if theinterest is paid by a U.S. trade or business conducted by
the partnership or is allocable to income that is treated as effectively connected with the conduct
of aU.S. trade or business. The proposal applies only to foreign partnerships that are
predominantly engaged in the active conduct of atrade or business outside the United States.

Effective Date

This proposal is effective for taxable years beginning after December 31, 2003.

1% Sec. 861(a)(1).
12 Treas. Reg. sec. 1.861-2()(2).

130 sec. 884(f)(1).
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K. Look-Through Treatment of Payments Between Related Controlled Foreign
Corporations Under Foreign Personal Holding Company Income Rules

Present L aw

In general, the rules of subpart F (secs. 951-964) require U.S. shareholders with a 10-
percent or greater interest in a controlled foreign corporation to include certain income of the
controlled foreign corporation (referred to as “ subpart F income”) on a current basisfor U.S. tax
purposes, regardless of whether the income is distributed to the shareholders.

Subpart F income includes foreign base company income. One category of foreign base
company income is foreign personal holding company income. For subpart F purposes, foreign
personal holding company income generally includes dividends, interest, rents and royalties,
among other types of income. However, foreign personal holding company income does not
include dividends and interest received by a controlled foreign corporation from arelated
corporation organized and operating in the same foreign country in which the controlled foreign
corporation is organized, or rents and royalties received by a controlled foreign corporation from
arelated corporation for the use of property within the country in which the controlled foreign
corporation isorganized. Interest, rent, and royalty payments do not qualify for this exclusion to
the extent that such payments reduce the subpart F income of the payor.

Description of Proposal

Under the proposal, dividends, interest, rents, and royalties received by one controlled
foreign corporation from arelated controlled foreign corporation are not treated as foreign
personal holding company income to the extent attributable or properly allocable to non-subpart-
F income of the payor. For these purposes, arelated controlled foreign corporationis a
controlled foreign corporation that controls or is controlled by the other controlled foreign
corporation, or a controlled foreign corporation that is controlled by the same person or persons
that control the other controlled foreign corporation. Ownership of more than 50 percent of the
controlled foreign corporation's stock (by vote or value) constitutes control for these purposes.

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of such foreign corporations end.
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L. Look-Through Treatment Under Subpart F for Sales of Partnership Interests
Present L aw

In general, the subpart F rules (secs. 951-964) require U.S. shareholders with a 10-
percent or greater interest in a controlled foreign corporation to include in income currently for
U.S. tax purposes certain types of income of the controlled foreign corporation, whether or not
such income is actually distributed currently to the shareholders (referred to as “ subpart F
income”). Subpart F income includes foreign personal holding company income. Foreign
personal holding company income generally consists of the following: (1) dividends, interest,
royalties, rents, and annuities; (2) net gains from the sale or exchange of (a) property that gives
rise to the preceding types of income, (b) property that does not give rise to income, and (c)
interests in trusts, partnerships, and REMICs; (3) net gains from commodities transactions; (4)
net gains from foreign currency transactions; (5) income that is equivalent to interest; (6) income
from notional principal contracts; and (7) paymentsin lieu of dividends. Thus, if a controlled
foreign corporation sells a partnership interest at a gain, the gain generally constitutes foreign
personal holding company income and isincluded in the income of 10-percent U.S. shareholders
of the controlled foreign corporation as subpart F income.

Description of Proposal

The proposal treats the sale by a controlled foreign corporation of a partnership interest as
asale of the proportionate share of partnership assets attributable to such interest for purposes of
determining subpart F foreign personal holding company income. Thisrule appliesonly to
partners owning directly, indirectly, or constructively at least 25 percent of acapital or profits
interest in the partnership. Thus, the sale of a partnership interest by a controlled foreign
corporation that meets this ownership threshold constitutes subpart F income under the proposal
only to the extent that a proportionate sale of the underlying partnership assets attributable to the
partnership interest would constitute subpart F income. The Treasury Secretary is directed to
prescribe such regulations as may be appropriate to prevent the abuse of this provision.

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of such foreign corporations end.
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M. Repeal of Foreign Personal Holding Company Rules
and Foreign Investment Company Rules

Present L aw

Income earned by aforeign corporation from its foreign operations generally is subject to
U.S. tax only when such income is distributed to any U.S. persons that hold stock in such
corporation. Accordingly, aU.S. person that conducts foreign operations through a foreign
corporation generally is subject to U.S. tax on the income from those operations when the
income is repatriated to the United States through a dividend distribution to the U.S. person. The
income is reported on the U.S. person’s tax return for the year the distribution is received, and the
United States imposes tax on such income at that time. The foreign tax credit may reduce the
U.S. tax imposed on such income.

Several sets of anti-deferral rules impose current U.S. tax on certain income earned by a
U.S. person through aforeign corporation. Detailed rules for coordination among the anti-
deferral rules are provided to prevent the U.S. person from being subject to U.S. tax on the same
item of income under multiple rules.

The Code sets forth the following anti-deferral rules: the controlled foreign corporation
rules of subpart F (secs. 951-964); the passive foreign investment company rules (secs. 1291-
1298); the foreign personal holding company rules (secs. 551-558); the personal holding
company rules (secs. 541-547); the accumulated earnings tax rules (secs. 531-537); and the
foreign investment company rules (secs. 1246-1247).

Description of Proposal

Thebill: (1) eliminates the rules applicable to foreign personal holding companies and
foreign investment companies; (2) excludes foreign corporations from the application of the
personal holding company rules; and (3) includes as subpart F foreign personal holding company
income personal services contract income that is subject to the present-law foreign personal
holding company rules.

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.
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N. Determination of Foreign Personal Holding Company Income
With Respect to Transactionsin Commaodities

Present L aw

Subpart F foreign personal holding company income

Under the subpart F rules, U.S. shareholders with a 10-percent or greater interest in a
controlled foreign corporation (“U.S. 10-percent shareholders’) are subject to U.S. tax currently
on certain income earned by the controlled foreign corporation, whether or not such incomeis
distributed to the shareholders. The income subject to current inclusion under the subpart F rules
includes, among other things, “foreign personal holding company income.”

Foreign persona holding company income generally consists of the following:
dividends, interest, royalties, rents and annuities; net gains from sales or exchanges of (1)
property that gives rise to the foregoing types of income, (2) property that does not gve rise to
income, and (3) interests in trusts, partnerships, and real estate mortgage investment conduits
(“REMICSs’); net gains from commodities transactions; net gains from foreign currency
transactions; income that is equivalent to interest; income from notional principal contracts; and
paymentsin lieu of dividends.

With respect to transactions in commodities, foreign persona holding company income
does not consist of gains or losses which arise out of bona fide hedging transactions that are
reasonably necessary to the conduct of any business by a producer, processor, merchant, or
handler of a commodity in the manner in which such business is customarily and usually
conducted by others.™® In addition, foreign personal holding company income does not consist
of gains or losses which are comprised of active business gains or losses from the sale of

5L For hedging transactions entered into on or after January 31, 2003, Treasury
regulations provide that gains or losses from a commodities hedging transaction generally are
excluded from the definition of foreign personal holding company income if the transaction is
with respect to the controlled foreign corporation’ s business as a producer, processor, merchant
or handler of commodities, regardless of whether the transaction is a hedge with respect to a sale
of commoditiesin the active conduct of a commodities business by the controlled foreign
corporation. The regulations also provide that, for purposes of satisfying the requirements for
exclusion from the definition of foreign personal holding company income, a producer,
processor, merchant or handler of commaodities includes a controlled foreign corporation that
regularly uses commodities in a manufacturing, construction, utilities, or transportation business
(Treas. Reg. sec. 1.954-2(f)(2)(v)). However, the regulations provide that a controlled foreign
corporation is not a producer, processor, merchant or handler of commodities (and therefore
would not satisfy the requirements for exclusion) if its businessis primarily financial (Treas.
Reg. sec. 1.954-2()(2)(v)).
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commodities, but only if substantially all of the controlled foreign corporation’s businessis as an
active producer, processor, merchant, or handler of commodities.™*

Hedaing transactions

Under present law, the term “ capital asset” does not include any hedging transaction
which is clearly identified as such before the close of the day on which it was acquired,
originated, or entered into (or such other time as the Secretary may by regulations prescribe) >
The term “hedging transaction” means any transaction entered into by the taxpayer in the normal
course of the taxpayer’ s trade or business primarily: (1) to manage risk of price changes or
currency fluctuations with respect to ordinary property which is held or to be held by the
taxpayer; (2) to manage risk of interest rate or price changes or currency fluctuations with
respect to borrowings made or to be made, or ordinary obligations incurred or to be incurred, by
the taxpayer; or (3) to manage such other risks as the Secretary may prescribe in regul ations.**

Description of Proposal

The proposal modifies the requirements that must be satisfied for gains or losses from a
commodities hedging transaction to qualify for exclusion from the definition of subpart F foreign
personal holding company income. Under the proposal, gains or losses from a transaction with
respect to acommodity are not treated as foreign persona holding company income if the
transaction satisfies the general definition of a hedging transaction under section 1221(b)(2). For
purposes of this proposal, the genera definition of a hedging transaction under section
1221(b)(2) is modified to include any transaction with respect to a commodity entered into by a
controlled foreign corporation in the normal course of the controlled foreign corporation’ s trade
or business primarily: (1) to manage risk of price changes or currency fluctuations with respect
to ordinary property or property described in section 1231(b) which is held or to be held by the
controlled foreign corporation; or (2) to manage such other risks as the Secretary may prescribe
in regulations. Gains or losses from a transaction that satisfies the modified definition of a
hedging transaction are excluded from the definition of foreign personal holding company
income only if the transaction is clearly identified as a hedging transaction in accordance with
the hedge identification requirements that apply generally to hedging transactions under section
1221(b)(2).*

32 Treasury regulations provide that substantially all of a controlled foreign
corporation’ s business is as an active producer, processor, merchant or handler of commodities
if: (1) the sum of its gross receipts from all of its active sales of commoditiesin such capacity
and its gross receipts from all of its commodities hedging transactions that qualify for exclusion
from the definition of foreign persona holding company income, equals or exceeds (2) 85
percent of itstotal receipts for the taxable year (computed as though the controlled foreign
corporation was a domestic corporation) (Treas. Reg. sec. 1.954-2(f)(2)(iii)(C)).

18 Sec. 1221(8)(7).
B34 Sec. 1221(b)(2)(A).
15 Sec. 1221(a)(7) and (b)(2)(B).
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The proposal aso changes the requirements that must be satisfied for active business
gains or losses from the sale of commodities to qualify for exclusion from the definition of
foreign personal holding company income. Under the proposal, such gains or losses are not
treated as foreign personal holding company income if substantialy all of the controlled foreign
corporation’s commodities are comprised of: (1) stock in trade of the controlled foreign
corporation or other property of akind which would properly be included in the inventory of the
controlled foreign corporation if on hand at the close of the taxable year, or property held by the
controlled foreign corporation primarily for sale to customersin the ordinary course of the
controlled foreign corporation’ s trade or business; (2) property that is used in the trade or
business of the controlled foreign corporation and is of a character which is subject to the
allowance for depreciation under section 167; or (3) supplies of atype regularly used or
consumed by the controlled foreign corporation in the ordinary course of atrade or business of
the controlled foreign corporation. **

For purposes of applying the requirements for active business gains or losses from
commodities sales to qualify for exclusion from the definition of foreign personal holding
company income, the proposal also provides that commodities with respect to which gains or
losses are not taken into account as foreign persona holding company income by aregul ar dealer
in commodities (or financial instruments referenced to commaodities) are not taken into account
in determining whether substantially all of the dealer’s commodities are comprised of the
property described above.

Effective Date

The proposdl is effective with respect to transactions entered into after December 31,
2004.

136 For purposes of determining whether substantially all of the controlled foreign
corporation’s commodities are comprised of such property, it isintended that the 85-percent
requirement provided in the current Treasury regulations (as modified to reflect the changes
made by the proposal) continue to apply.
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O. Modificationsto Treatment of Aircraft Leasing and Shipping Income
Present L aw

In general, the subpart F rules (secs. 951-964) require U.S. shareholders with a 10-
percent or greater interest in a controlled foreign corporation (“CFC”) to include currently in
income for U.S. tax purposes certain income of the CFC (referred to as "subpart F income”),
without regard to whether the income is distributed to the shareholders (sec. 951(a)(1)(A)). In
effect, the Code treats the U.S. 10-percent shareholders of a CFC as having received a current
distribution of their pro rata shares of the CFC's subpart F income. The amountsincluded in
income by the CFC's U.S. 10-percent shareholders under these rules are subject to U.S. tax
currently. The U.S. tax on such amounts may be reduced through foreign tax credits.

Subpart F income includes foreign base company shipping income (sec. 954(f)). Foreign
base company shipping income generally includes income derived from the use of an aircraft or
vessel in foreign commerce, the performance of services directly related to the use of any such
aircraft or vessel, the sale or other disposition of any such aircraft or vessel, and certain space or
ocean activities (e.g., leasing of satellites for usein space). Foreign commerce generally
involves the transportation of property or passengers between a port (or airport) inthe U.S. and a
port (or airport) in aforeign country, two ports (or airports) within the same foreign country, or
two ports (or airports) in different foreign countries. In addition, foreign base company shipping
income includes dividends and interest that a CFC receives from certain foreign corporations and
any gains from the disposition of stock in certain foreign corporations, to the extent the
dividends, interest, or gains are attributabl e to foreign base company shipping income. Foreign
base company shipping income also includes incidental income derived in the course of active
foreign base company shipping operations (e.g., income from temporary investmentsin or sales
of related shipping assets), foreign exchange gain or loss attributable to foreign base company
shipping operations, and a CFC’ s distributive share of gross income of any partnership and gross
income received from certain trusts to the extent that the income would have been foreign base
company shipping income had it been realized directly by the corporation.

Subpart F income also includes foreign personal holding company income (sec. 954(c)).
For subpart F purposes, foreign persona holding company income generally consists of the
following: (1) dividends, interest, royalties, rents and annuities; (2) net gains from the sale or
exchange of (a) property that gives rise to the preceding types of income, (b) property that does
not give rise to income, and (C) interests in trusts, partnerships, and REMICS; (3) net gains from
commodities transactions; (4) net gains from foreign currency transactions; (5) income that is
equivalent to interest; (6) income from notional principal contracts; and (7) paymentsin lieu of
dividends.

Subpart F foreign persona holding company income does not include rents and royalties
received by the CFC in the active conduct of atrade or business from unrelated persons (sec.
954(c)(2)(A)). The determination of whether rents or royalties are derived in the active conduct
of atrade or business is based on all the facts and circumstances. However, the Treasury
regulations provide certain types of rerts are treated as derived in the active conduct of atrade or
business. Theseinclude rents derived from property that is leased as a result of the performance
of marketing functions by the lessor if the lessor, through its own officers or employees |ocated
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in aforeign country, maintains and operates an organization in such country that regularly
engages in the business of marketing, or marketing and servicing, the leased property and that is
substantial in relation to the amount of rents derived from the leasing of such property. An
organization in aforeign country is substantial in relation to rentsif the active leasing
expenses™’ equal at least 25 percent of the adjusted leasing profit. **®

Also generally excluded from subpart F foreign persona holding company income are
rents and royalties received by the CFC from arelated corporation for the use of property within
the country in which the CFC was organized (sec. 954(c)(3)). However, rent and royalty
payments do not qualify for this exclusion to the extent that such payments reduce subpart F
income of the payor.

Description of Proposal

The proposal repeals the subpart F rules relating to foreign base company shipping
income. The bill also amends the exception from foreign personal holding company income
applicable to rents or royalties derived from unrelated persons in an active trade or business, by
providing a safe harbor for rents derived from leasing an aircraft or vessel in foreign commerce.
Such rents are excluded from foreign personal holding company income if the active leasing
expenses comprise at least 10 percent of the profit on the lease. This proposal isto be appliedin
accordance with existing regulations under sec. 954(c)(2)(A) by comparing the lessor’s “active
leasing expenses’ for its pool of leased assets to its “ adjusted leasing profit.”

The safe harbor will not prevent a lessor from otherwise showing that it actively carries
on atrade or business. In thisregard, the requirements of section 954(c)(2)(A) will be met if a
lessor regularly and directly performs active and substantial marketing, remarketing,
management and operational functions with respect to the leasing of an aircraft or vessel (or
component engines). Thiswill be the case regardless of whether the lessor engages in marketing
of the lease as aform of financing (versus marketing the property as such) or whether the lease is
classified as afinance lease or operating lease for financial accounting purposes. If alessor
acquires, from an unrelated or related party, a ship or aircraft subject to an existing FSC or ETI
lease, the requirements of section 954(c)(2)(A) will be satisfied if, following the acquisition, the
lessor performs active and substantial management, operational, and remarketing functions with
respect to the leased property. If such aleaseistransferred to a CFC lessor, it will no longer be
eligible for FSC or ETI benefits.

137« Active-leasing expenses’ are section 162 expenses properly alocable to rental
income other than (1) deductions for compensation for personal services rendered by the lessor's
shareholders or arelated person, (2) deductions for rents, (3) section 167 and 168 expenses, and
(4) deductions for payments to independent contractors with respect to leased property. Treas.
Reg. sec. 1.954-2(c)(2)(iii).

13 Generally, “adjusted leasing profit” is rental income less the sum of (1) rents paid or
incurred by the CFC with respect to such rental income; (2) section 167 and 168 expenses with
respect to such rental income; and (3) payments to independent contractors with respect to such
rental income. Treas. Reg. sec. 1.954-2(c)(2)(iv).
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An aircraft or vessel will be considered to be leased in foreign commerce if it is used for
the transportation of property or passengers between a port (or airport) in the United States and
onein aforeign country or between foreign ports (or airports), provided the aircraft or vessel is
used predominantly outside the United States. An aircraft or vessel will be considered used
predominantly outside the United States if more than 50 percent of the miles during the taxable
year are traversed outside the United States or the aircraft or vessel islocated outside the United
States more than 50 percent of the time during such taxable year.

It is anticipated that the Secretary of the Treasury will issue timely guidance to make
conforming changes to existing regulations, including guidance that aircraft or vessel leasing
activity that satisfies the requirements of section 954(c)(2)(A) shall also satisfy the requirements
for avoiding income inclusion under section 956 and section 367(a).

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.

97



P. Madification of Exceptions Under Subpart F for Active Financing Income
Present L aw

Under the subpart F rules, U.S. shareholders with a 10-percent or greater interest in a
controlled foreign corporation (“CFC”) are subject to U.S. tax currently on certain income
earned by the CFC, whether or not such income is distributed to the shareholders. The income
subject to current inclusion under the subpart F rules includes, among other things, foreign
personal holding company income and insurance income. In addition, 10-percent U.S.
shareholders of a CFC are subject to current inclusion with respect to their shares of the CFC's
foreign base company services income (i.e., income derived from services performed for a
related person outside the country in which the CFC is organized).

Foreign personal holding company income generally consists of the following:
(1) dividends, interest, royalties, rents, and annuities; (2) net gains from the sale or exchange of
(a) property that gives rise to the preceding types of income, (b) property that does not give rise
to income, and (C) interestsin trusts, partnerships, and REMICs; (3) net gains from commodities
transactions; (4) net gains from foreign currency transactions; (5) income that is equivalent to
interest; (6) income from notional principal contracts; and (7) paymentsin lieu of dividends.

Insurance income subject to current inclusion under the subpart F rules includes any
income of a CFC attributable to the issuing or reinsuring of any insurance or annuity contract in
connection with risks located in a country other than the CFC's country of organization. Subpart
F insurance income also includes income attributabl e to an insurance contract in connection with
risks located within the CFC's country of organization, as the result of an arrangement under
which another corporation receives a substantially equal amount of consideration for insurance
of other country risks. Investment income of a CFC that is allocable to any insurance or annuity
contract related to risks located outside the CFC's country of organization is taxable as subpart F
insurance income (Treas. Reg. sec. 1.953-1(a)).

Temporary exceptions from foreign personal holding company income, foreign base
company services income, and insurance income apply for subpart F purposes for certain income
that is derived in the active conduct of a banking, financing, or similar business, or in the conduct
of an insurance business (so-called “ active financing income”).**

With respect to income derived in the active conduct of a banking, financing, or similar
business, a CFC isrequired to be predominantly engaged in such business and to conduct

139 Temporary exceptions from the subpart F provisions for certain active financing
income applied only for taxable years beginning in 1998. Those exceptions were modified and
extended for one year, applicable only for taxable years beginning in 1999. The Tax Relief
Extension Act of 1999 (P.L. No. 106-170) clarified and extended the temporary exceptions for
two years, applicable only for taxable years beginning after 1999 and before 2002. The Job
Creation and Worker Assistance Act of 2002 (P.L. No. 107-147) extended the temporary
exceptions for five years, applicable only for taxable years beginning after 2001 and before 2007,
with amodification relating to insurance reserves.
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substantial activity with respect to such businessin order to qualify for the exceptions. In
addition, certain nexus requirements apply, which provide that income derived by a CFC or a
qualified business unit (“QBU”) of a CFC from transactions with customersis eligible for the
exceptions if, among other things, substantially al of the activities in connection with such
transactions are conducted directly by the CFC or QBU in its home country, and such incomeis
treated as earned by the CFC or QBU in its home country for purposes of such country's tax
laws. Moreover, the exceptions apply to income derived from certain cross border transactions,
provided that certain requirements are met. Additional exceptions from foreign personal holding
company income apply for certain income derived by a securities dealer within the meaning of
section 475 and for gain from the sale of active financing assets.

In the case of insurance, in addition to temporary exceptions from insurance income and
from foreign personal holding company income for certain income of a qualifying insurance
company with respect to risks located within the CFC's country of creation or organization,
temporary exceptions from insurance income and from foreign persona holding company
income apply for certain income of a qualifying branch of a qualifyi ng insurance company with
respect to risks located within the home country of the branch, provided certain requirements are
met under each of the exceptions. Further, additional temporary exceptions from insurance
income and from foreign persona holding company income apply for certain income of certain
CFCs or branches with respect to risks located in a country other than the United States,
provided that the requirements for these exceptions are met.

Description of Proposal

The proposal modifies the present-law temporary exceptions from subpart F foreign
personal holding company income and foreign base company services income for income
derived in the active conduct of a banking, financing, or similar business. For purposes of
determining whether a CFC or QBU has conducted directly in its home country substantially all
of the activitiesin connection with transactions with customers, the proposal provides that an
activity istreated as conducted directly by the CFC or QBU in its home country if the activity is
performed by employees of arelated person and: (1) the related person isitself an eligible CFC
the home country of which isthe same as that of the CFC or QBU; (2) the activity is performed
in the home country of the related person; and (3) the related person is compensated on an arm’s
length basis for the performance of the activity by its employees and such compensation is
treated as earned by such person in its home country for purposes of the tax laws of such
country.

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.
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V. EXTENSION OF CERTAIN EXPIRING PROVISIONS
A. Extend Alternative Minimum Tax Redlief for I ndividuals
Present L aw

Present law provides for certain nonrefundable personal tax credits (i.e., the dependent
care credit, the credit for the elderly and disabled, the adoption credit, the child tax credit, *° the
credit for interest on certain home mortgages, the HOPE Scholarship and Lifetime Learning
credits, the IRA credit, and the D.C. homebuyer’s credit).

For taxable years beginning in 2003, all the nonrefundable personal credits are allowed to
the extent of the full amount of the individual’ s regular tax and alternative minimum tax.

For taxable years beginning after 2003, the credits (other than the adoption credit, child
credit and IRA credit) are alowed only to the extent that the individual’ s regular income tax
liability exceeds the individual’s tentative minimum tax, determined without regard to the
minimum tax foreign tax credit. The adoption credit, child credit, and IRA credit are allowed to
the full extent of theindividual’s regular tax and alternative minimum tax.

The alternative minimum tax is the amount by which the tentative minimum tax exceeds
the regular income tax. Anindividual’s tentative minimum tax is an amount equal to (1) 26
percent of the first $175,000 ($87,500 in the case of a married individual filing a separate return)
of alternative minimum taxable income (“AMTI”) in excess of an exemption amount that phases
out and (2) 28 percent of the remaining AMTI. The maximum tax rates on net capital gain used
in computing the tentative minimum tax are the same as under the regular tax. AMTI isthe
individual’ s taxable income adjusted to take account of specified preferences and adjustments.
The exemption amounts are: (1) $45,000 ($58,000 in taxable years beginning before 2005) in the
case of married individualsfiling ajoint return and surviving spouses; (2) $33,750 ($40,250 in
taxable years beginning before 2005) in the case of other unmarried individuals; (3) $22,500
(%$29,000 in taxable years beginning before 2005) in the case of married individualsfiling a
separate return; and (4) $22,500 in the case of an estate or trust. The exemption amounts are
phased out by an amount equal to 25 percent of the amount by which the individual's AMTI
exceeds (1) $150,000 in the case of married individuals filing ajoint return and surviving
spouses, (2) $112,500 in the case of other unmarried individuals, and (3) $75,000 in the case of
married individuals filing separate returns or an estate or atrust. These amounts are not indexed
for inflation.

Description of Proposal

The bill extends the provision allowing an individual to offset the entire regular tax
liability and alternative minimum tax liability by the personal nonrefundable credits for taxable
years beginning in 2004 and 2005.

10" A portion of the child credit may be refundable.
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Effective Date

The proposal applies to taxable years beginning after December 31, 2003.
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B. Extension of the Research Credit
Present L aw
General rule

Section 41 provides for aresearch tax credit equal to 20 percent of the amount by which a
taxpayer’s qualified research expenses for ataxable year exceed its base amount for that year.
The research tax credit is scheduled to expire and generally will not apply to amounts paid or
incurred after June 30, 2004.

A 20-percent research tax credit al'so applies to the excess of (1) 100 percent of corporate
cash expenses (including grants or contributions) paid for basic research conducted by
universities (and certain nonprofit scientific research organizations) over (2) the sum of (a) the
greater of two minimum basic research floors plus (b) an amount reflecting any decreasein
nonresearch giving to universities by the corporation as compared to such giving during a fixed-
base period, as adjusted for inflation. This separate credit computation is commonly referred to
as the university basic research credit (see sec. 41(e)).

Computation of allowable credit

Except for certain university basic research payments made by corporations, the research
tax credit applies only to the extent that the taxpayer’s qualified research expenses for the current
taxable year exceed its base amount. The base amount for the current year generaly is computed
by multiplying the taxpayer’s fixed-base percentage by the average amount of the taxpayer’s
gross receipts for the four preceding years. If ataxpayer both incurred qualified research
expenses and had gross receipts during each of at least three years from 1984 through 1988, then
its fixed-base percentage is the ratio that its total qualified research expenses for the 1984-1988
period bears to its total gross receipts for that period (subject to a maximum fixed-base
percentage of 16 percent). All other taxpayers (so-called start-up firms) are assigned a fixed-
base percentage of three percent. In computing the credit, ataxpayer’s base amount may not be
less than 50 percent of its current-year qualified research expenses.

Alternative incremental resear ch credit regime

Taxpayers are allowed to elect an alternative incremental research credit regime If a
taxpayer electsto be subject to this alternative regime, the taxpayer is assigned a three-tiered
fixed-base percentage (that is lower than the fixed-base percentage otherwise applicable under
present law) and the credit rate likewise isreduced. Under the alternative credit regime, a credit
rate of 2.65 percent appliesto the extent that ataxpayer’ s current-year research expenses exceed
a base amount computed by using a fixed-base percentage of one percent (i.e., the base amount
eguals one percent of the taxpayer’s average gross receipts for the four preceding years) but do
not exceed a base amount computed by using a fixed-base percentage of 1.5 percent. A credit
rate of 3.2 percent applies to the extent that a taxpayer’s current-year research expenses exceed a

M1 Sec. 41(c)(4).
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base amount computed by using a fixed-base percentage of 1.5 percent but do not exceed a base
amount computed by using a fixed-base percentage of two percent. A credit rate of 3.75 percent
applies to the extent that a taxpayer’s current-year research expenses exceed a base amount
computed by using a fixed-base percentage of two percent. An election to be subject to this
alternative incremental credit regime may be made for any taxable year beginning after June 30,
1996, and such an election appliesto that taxable year and all subsequent years unless revoked
with the consent of the Secretary of the Treasury.

Eligible expenses

Qualified research expenses eligible for the research tax credit consist of: (1) in-house
expenses of the taxpayer for wages and supplies attributable to qualified research; (2) certain
time-sharing costs for computer use in qualified research; and (3) 65 percent of amounts paid or
incurred by the taxpayer to certain other persons for qualified research conducted on the
taxpayer’s behalf (so-called contract research expenses).'*

To be eligible for the credit, the research must not only satisfy the requirements of
present-law section 174 (described below) but must be undertaken for the purpose of discovering
information that is technological in nature, the application of which isintended to be useful in
the development of a new or improved business component of the taxpayer, and substantially all
of the activities of which must constitute el ements of a process of experimentation for functional
aspects, performance, reliability, or quality of a business component. Research does not qualify
for the credit if substantially all of the activities relate to style, taste, cosmetic, or seasonal design
factors (sec. 41(d)(3)). In addition, research does not qualify for the credit: (1) if conducted
after the beginning of commercial production of the business component; (2) if related to the
adaptation of an existing business component to a particular customer’ s requirements; (3) if
related to the duplication of an existing business component from a physical examination of the
component itself or certain other information; or (4) if related to certain efficiency surveys,
management function or technique, market research, market testing, or market development,
routine data collection or routine quality control (sec. 41(d)(4)). Research does not qualify for
the credit if it is conducted outside the United States, Puerto Rico, or any U.S. possession.

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the amount of certain research
or experimental expenditures paid or incurred in connection with atrade or business,
notwithstanding the general rule that business expenses to develop or create an asset that has a

2 Under a specia rule enacted as part of the Small Business Job Protection Act of 1996,
75 percent of amounts paid to aresearch consortium for qualified research is treated as qualified
research expenses eligible for the research credit (rather than 65 percent under the general rule
under section 41(b)(3) governing contract research expenses) if (1) such research consortiumisa
tax-exempt organization that is described in section 501(c)(3) (other than a private foundation) or
section 501(c)(6) and is organized and operated primarily to conduct scientific research, and
(2) such qualified research is conducted by the consortium on behalf of the taxpayer and one or
more persons not related to the taxpayer. Sec. 41(b)(3)(C).
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useful life extending beyond the current year must be capitalized.*® However, deductions
allowed to ataxpayer under section 174 (or any other section) are reduced by an amount equal to
100 percent of the taxpayer’s research tax credit determined for the taxable year (Sec. 280C(c)).
Taxpayers may aternatively elect to claim areduced research tax credit amount under section 41
in lieu of reducing deductions otherwise allowed (sec. 280C(c)(3)).

Description of Proposal

The proposal extends the present-law research credit to qualified amounts paid or
incurred before January 1, 2006.

Effective Date

The proposal is effective for amounts paid or incurred after the date of enactment.

8 Taxpayers may elect 10-year amortization of certain research expenditures allowable
as adeduction under section174(a). Secs. 174(f)(2) and 59(e).
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C. Extension and Modification of the Section 45 Electricity Production Credit
Present L aw

Anincome tax credit is allowed for the production of electricity from either qualified
wind energy, qualified “closed-loop” biomass, or qualified poultry waste facilities (sec. 45). The
amount of the credit is 1.5 cents per kilowatt hour (indexed for inflation) of electricity produced.
The amount of the credit is 1.8 cents per kilowatt hour for 2004. The credit is reduced for grants,
tax-exempt bonds, subsidized energy financing, and other credits.

The credit applies to electricity produced by awind energy facility placed in service after
December 31, 1993, and before January 1, 2004, to electricity produced by a closed-loop
biomass facility placed in service after December 31, 1992, and before January 1, 2004, and to a
poultry waste facility placed in service after December 31, 1999, and before January 1, 2004.
The credit is allowable for production during the 10-year period after afacility isoriginally
placed in service. In order to claim the credit, a taxpayer must own the facility and sell the
electricity produced by the facility to an unrelated party. In the case of a poultry waste facility,
the taxpayer may claim the credit as a lessee/operator of afacility owned by a governmental unit.

Closed-loop biomass is plant matter, where the plants are grown for the sole purpose of
being used to generate electricity. It does not include waste materials (including, but not limited
to, scrap wood, manure, and municipal or agricultural waste). The credit also is not available to
taxpayers who use standing timber to produce electricity. Poultry waste means poultry manure
and litter, including wood shavings, straw, rice hulls, and other bedding material for the
disposition of manure.

The credit for electricity produced from wind, closed-loop biomass, or poultry wasteis a
component of the general business credit (sec. 38(b)(8)). The credit, when combined with all
other components of the general business credit, generally may not exceed for any taxable year
the excess of the taxpayer's net income tax over the greater of (1) 25 percent of net regular tax
liability above $25,000, or (2) the tentative minimum tax. For credits arising in taxable years
beginning after December 31, 1997, an unused general business credit generally may be carried
back one year and carried forward 20 years (sec. 39). To coordinate the carryback with the
period of application for this credit, the credit for electricity produced from closed-loop biomass
facilities may not be carried back to atax year ending before 1993 and the credit for electricity
produced from wind energy may not be carried back to atax year ending before 1994 (sec. 39).

Description of Proposal

The proposal extends the placed in service date for wind facilities and closed-loop
biomass facilities to facilities placed in service after December 31, 1993 (December 31, 1992 in
the case of closed-loop biomass facilities) and before January 1, 2006. The proposa does not
extend the placed in service date for poultry waste facilities.

Effective Date

The proposal is effective for electricity produced and sold from qualifying facilities after
December 31, 2003.
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D. Indian Employment Tax Credit
Present L aw

In general, a credit against income tax liability is allowed to employers for the first
$20,000 of qualified wages and qualified employee health insurance costs paid or incurred by the
employer with respect to certain employees (sec. 45A). The credit is equal to 20 percent of the
excess of eligible employee qualified wages and health insurance costs during the current year
over the amount of such wages and costs incurred by the employer during 1993. The credit isan
incremental credit, such that an employer’s current-year qualified wages and qualified employee
health insurance costs (up to $20,000 per employee) are eligible for the credit only to the extent
that the sum of such costs exceeds the sum of comparable costs paid during 1993. No deduction
isallowed for the portion of the wages equal to the amount of the credit.

Qualified wages means wages paid or incurred by an employer for services performed by
aqualified employee. A qualified employee means any employee who is an enrolled member of
an Indian tribe or the spouse of an enrolled member of an Indian tribe, who performs
substantially all of the services within an Indian reservation, and whose principal place of abode
while performing such servicesis on or near the reservation in which the services are performed.
An employee will not be treated as a qualified employee for any taxable year of the employer if
the total amount of wages paid or incurred by the employer with respect to such employee during
the taxable year exceeds an amount determined at an annual rate of $30,000 (adjusted for
inflation after 1993).

The wage credit is available for wages paid or incurred on or after January 1, 1994, in
taxable years that begin before January 1, 2005.

Description of Proposal

The proposal extends the Indian employment credit incentive for one year (to taxable
years beginning before January 1, 2006).

Effective Date

The proposal is effective on the date of enactment.
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E. Extend the Work Opportunity Tax Credit
Present L aw
In general

The work opportunity tax credit ("WOTC") is available on an elective basis for
employers hiring individuals from one or more of eight targeted groups. The credit equals 40
percent (25 percent for employment of 400 hours or less) of qualified wages. Generdly,
qualified wages are wages attributable to service rendered by a member of atargeted group
during the one-year period beginning with the day the individua began work for the employer.

The maximum credit per employee is $2,400 (40 percent of the first $6,000 of qualified
first-year wages). With respect to qualified summer youth employees, the maximum credit is
$1,200 (40 percent of the first $3,000 of qualified first-year wages).

For purposes of the credit, wages are generally defined as under the Federal
Unemployment Tax Act, without regard to the dollar cap.

Targeted groups €ligible for the credit

The eight targeted groups are: (1) families eligible to receive benefits under the
Temporary Assistance for Needy Families ("TANF") Program; (2) high-risk youth; (3) qualified
ex-felons; (4) vocational rehabilitation referrals; (5) qualified summer youth employees; (6)
qgualified veterans; (7) families receiving food stamps; and (8) persons receiving certain
Supplemental Security Income ("SSI") benefits.

The employer's deduction for wages is reduced by the amount of the credit.

Expiration date

The credit is effective for wages paid or incurred to a qualified individual who begins
work for an employer before January 1, 2004.

Description of Proposal

The bill extends the work opportunity tax credit for two years (through December 31,
2005).

Effective Date

The proposal is effective for wages paid or incurred to a qualified individual who begins
work for an employer on or after January 1, 2004, and before January 1, 2006.
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F. Extend theWedfare-To-Work Tax Credit
Present L aw
In general

The welfare-to-work tax credit is available on an elective basis for employers for the first
$20,000 of eligible wages paid to qualified long-term family assistance recipients during the first
two years of employment. The credit is 35 percent of the first $10,000 of eligible wagesin the
first year of employment and 50 percent of the first $10,000 of eligible wages in the second year
of employment. The maximum credit is $8,500 per qualified employee.

Qualified long-term family assistance recipients are: (1) members of afamily that has
received family assistance for at least 18 consecutive months ending on the hiring date; (2)
members of afamily that has received family assistance for atotal of at least 18 months (whether
or not consecutive) after the date of enactment of this credit if they are hired within 2 years after
the date that the 18-month total is reached; and (3) members of afamily who are no longer
eligible for family assistance because of either Federal or State time limits, if they are hired
within two years after the Federal or State time limits made the family ineligible for family
assistance. Family assistance means benefits under the Temporary Assistance to Needy Families
("TANF") program.

For purposes of the credit, wages are generally defined under the Federal Unemployment
Tax Act, without regard to the dollar amount. In addition, wages include the following: (1)
educational assistance excludable under a section 127 program,; (2) the value of excludable
health plan coverage but not more than the applicable premium defined under section
4980B(f)(4); and (3) dependent care assistance excludable under section 129.

The employer's deduction for wages is reduced by the amount of the credit.

Expiration date

The welfare to work credit is effective for wages paid or incurred to a qualified individual
who begins work for an employer before January 1, 2004.

Description of Proposal

The bill extends the welfare to work credit for two years (through December 31, 2005).

Effective Date

The proposal is effective for wages paid or incurred to a qualified individual who begins
work for an employer on or after January 1, 2004, and before January 1, 2006.
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G. Extension of the Above-the-line Deduction for Certain Expenses
of Elementary and Secondary School Teachers

Present L aw

In general, ordinary and necessary business expenses are deductible (sec. 162). However,
in general, unreimbursed empl oyee business expenses are deductible only as an itemized
deduction and only to the extent that the individual’ s total miscellaneous deductions (including
employee business expenses) exceed two percent of adjusted grossincome. An individual’s
otherwise allowable itemized deductions may be further limited by the overall limitation on
itemized deductions, which reduces itemized deductions for taxpayers with adjusted gross
income in excess of $142,700 (for 2004). In addition, miscellaneous itemized deductions are not
allowable under the aternative minimum tax.

Certain expenses of eligible educators are allowed as an above-the-line deduction.
Specificaly, for taxable years beginning in 2002 and 2003, an above-the-line deduction is
allowed for up to $250 annually of expenses paid or incurred by an eligible educator for books,
supplies (other than nonathletic supplies for courses of instruction in health or physical
education), computer equipment (including related software and services) and other equipment,
and supplementary materials used by the eligible educator in the classroom. To be eligible for
this deduction, the expenses must be otherwise deductible under section 162 as a trade or
business expense. A deduction is allowed only to the extent the amount of expenses exceeds the
amount excludable from income under section 135 (relating to education savings bonds),
529(c)(1) (relating to qualified tuition programs), and section 530(d)(2) (relating to Coverdell
education savings accounts).

An digible educator is a kindergarten through grade 12 teacher, instructor, counselor,
principal, or aide in aschool for at least 900 hours during a school year. A school means any
school that provides elementary education or secondary education, as determined under State
law.

The above-the-line deduction for eligible educators is not allowed for taxable years
beginning after December 31, 2003.

Description of Proposal

The proposal extends the availability of the above-the-line deduction for two years, i.e.,
for taxable years beginning during 2004 and 2005.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2003.
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H. Extension of Accelerated Depreciation Benefit for Property on Indian Reservations
Present L aw
With respect to certain property used in connection with the conduct of atrade or

business within an Indian reservation, depreciation deductions under section 168(j) will be
determined using the following recovery periods:

3-year PrOPErY .....cevveeeeerieenee e 2years
5-year Property .......ccceceeerceeeeneeesinenn 3 years
7-Y€ar ProPErtY ....ccvevrieeeiieerieee s 4 years
10-year Property .....cccccceeveeevrveesiieeens 6 years
15-year Property ......ccoceeveeeeiveenieeenns 9years
20-year Property .....cccceceeevceeeenveesinennn 12 years
Nonresidential real property............... 22 years

“Qualified Indian reservation property” eligible for accelerated depreciation includes
property which is (1) used by the taxpayer predominantly in the active conduct of atrade or
business within an Indian reservation, (2) not used or located outside the reservation on aregular
basis, (3) not acquired (directly or indirectly) by the taxpayer from a person who is related to the
taxpayer (within the meaning of section 465(b)(3)(C)), and (4) described in the recovery-period
table above. In addition, property isnot “qualified Indian reservation property” if it isplaced in
service for purposes of conducting gaming activities. Certain “qualified infrastructure property”
may be eligible for the accelerated depreciation even if located outside an Indian reservation,
provided that the purpose of such property isto connect with qualified infrastructure property
|ocated within the reservation (e.g., roads, power lines, water systems, railroad spurs, and
communications facilities).

The depreciation deduction allowed for regular tax purposesis also allowed for purposes
of the alternative minimum tax. The accelerated depreciation for Indian reservations is available
with respect to property placed in service on or after January 1, 1994, and before January 1,
2005.

Description of Proposal

The proposal extends the accel erated depreciation incentive for one year (to property
placed in service before January 1, 2006).

Effective Date

The proposal is effective on the date of enactment.
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|. Extend Enhanced Charitable Deduction for Computer Technology and Equipment
Present L aw

Under present law, ataxpayer’s deduction for charitable contributions of computer
technology and equipment generally islimited to the taxpayer’s basis (typicaly, cost) in the
property. However, certain corporations may claim a deduction in excess of basisfor aqualified
computer contribution.** This enhanced deduction is equal to the lesser of (1) basis plus one-
half of theitem’s appreciated value (i.e., basis plus one half of fair market value minus basis) or
(2) two times basis. The enhanced deduction for qualified computer contributions expires for
any contribution made during any taxable year beginning after December 31, 2003.

A qualified computer contribution means a charitable contribution of any computer
technology or equipment that meets standards of functionality and suitability as established by
the Secretary of the Treasury. The contribution must be to certain educational organizations or
public libraries and made not later than three years after the taxpayer acquired the property or, if
the taxpayer constructed the property, not later than the date construction of the property is
substantially completed.* The original use of the property must be by the donor or the
donee, ™ and in the case of the donee, must be used substantially for educational purposes
related to the function or purpose of the donee. The property must fit productively into the
donee’ s education plan. The donee may not transfer the property in exchange for money, other
property, or services, except for shipping, installation, and transfer costs. Property is considered
constructed by the taxpayer only if the cost of the parts used in the construction of the property
(other than parts manufactured by the taxpayer or arelated person) does not exceed 50 percent of
the taxpayer’s basisin the property. Contributions may be made to private foundations under
certain conditions.

Description of Proposal

The proposal extends the enhanced deduction for qualified computer contributions to
contributions made during any taxable year beginning before January 1, 2005.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2003.

% Sec. 170(€)(6).

5 |f the taxpayer constructed the property and reacquired such property, the
contribution must be within three years of the date the original construction was substantially
completed. Sec. 170(e)(6)(D)(i).

6 This requirement does not apply if the property was reacquired by the manufacturer
and contributed. Sec. 170(e)(6)(D)(ii).
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J. Extension of Expensing of Certain Environmental Remediation Costs
Present L aw

Taxpayers can elect to treat certain environmental remediation expenditures that would
otherwise be chargeable to capital account as deductible in the year paid or incurred (sec. 198).
The deduction applies for both regular and aternative minimum tax purposes. The expenditure
must be incurred in connection with the abatement or control of hazardous substances at a
qualified contaminated site.

A “qualified contaminated site” generaly is any property that (1) is held for usein atrade
or business, for the production of income, or asinventory and (2) is at a site on which there has
been arelease (or threat of release) or disposal of certain hazardous substances as certified by the
appropriate State environmental agency (so called “brownfields’). However, sitesthat are
identified on the national priorities list under the Comprehensive Environmental Response,
Compensation, and Liability Act of 1980 cannot qualify as targeted aress.

Eligible expenditures are those paid or incurred before January 1, 2004.

Explanation of Provision

The bill extends the present-law expensing provision for two years (through December
31, 2005).

Effective Date

The proposal is effective for expenses paid or incurred after December 31, 2003, and
before January 1, 2006.
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K. Extension of Archer Medical Savings Accounts (* M SAS’)
Present L aw
In general

Within limits, contributions to an Archer MSA are deductible in determining adjusted
gross income if made by an eligible individual and are excludable from gross income and wages
for employment tax purposes if made by the employer of an eligible individual. Earningson
amounts in an Archer MSA are not currently taxable. Distributions from an Archer MSA for
medical expenses are not includible in grossincome. Distributions not used for medical
expenses are includible in grossincome. In addition, distributions not used for medical expenses
are subject to an additional 15-percent tax unless the distribution is made after age 65, death, or
disability.

Eligibleindividuals

Archer MSAs are available to employees covered under an employer-sponsored high
deductible plan of asmall employer and self-employed individuals covered under a high
deductible health plan.* An employer is asmall employer if it enployed, on average, no more
than 50 employees on business days during either the preceding or the second preceding year.
Anindividual is not eligible for an Archer MSA if he or she is covered under any other health
plan in addition to the high deductible plan.

Tax treatment of and limits on contributions

Individual contributionsto an Archer MSA are deductible (within limits) in determining
adjusted gross income (i.e., “above-the-line”). In addition, employer contributions are
excludable from gross income and wages for employment tax purposes (within the same limits),
except that this exclusion does not apply to contributions made through a cafeteria plan. In the
case of an employee, contributions can be made to an Archer MSA either by the individual or by
the individual’ s employer.

The maximum annual contribution that can be made to an Archer MSA for ayear is 65
percent of the deductible under the high deductible plan in the case of individual coverage and 75
percent of the deductible in the case of family coverage.

Definition of high deductible plan

A high deductible plan is a health plan with an annual deductible of at least $1,700 and
no more than $2,600 in the case of individual coverage and at least $3,450 and no more than
$5,150 in the case of family coverage. In addition, the maximum out-of-pocket expenses with

147 Self-employed individuals include more than two-percent shareholders of S
corporations who are treated as partners for purposes of fringe benefit rules pursuant to section
1372.
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respect to alowed costs (including the deductible) must be no more than $3,450 in the case of
individual coverage and no more than $6,300 in the case of family coverage.™® A plan does not
fail to qualify as a high deductible plan merely because it does not have a deductible for
preventive care as required by State law. A plan does not qualify as a high deductible health
plan if substantially al of the coverage under the plan is for permitted coverage (as described
above). Inthe case of a self-insured plan, the plan must in fact be insurance (e.g., there must be
appropriate risk shifting) and not merely a reimbursement arrangement.

Cap on taxpayer s utilizing Archer M SAs and expir ation of pilot program

The number of taxpayers benefiting annually from an Archer MSA contribution is limited
to athreshold level (generally 750,000 taxpayers). The number of Archer M SAs established has
not exceeded the threshold level.

After 2003, no new contributions may be made to Archer MSAs except by or on behalf
of individuals who previously had Archer MSA contributions and employees who are employed
by a participating employer.

Trustees of Archer MSAs are generally required to make reports to the Treasury by
August 1 regarding Archer MSAs established by July 1 of that year. If any year is a cut-off year,
the Secretary isto make and publish such determination by October 1 of such year.

Description of Proposal

The proposal extends Archer MSAs through December 31, 2004. The proposal also
provides that the reports required for 2004 are treated as timely if made within 90 days after the
date of enactment.

Effective Date

The proposal is generally effective on January 1, 2004. The proposal relating to reports
is effective on the date of enactment.

198 These dollar amounts are for 2004. These amounts are indexed for inflation, rounded
to the nearest $50.
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L. Taxablelncome Limit on Percentage Depletion for Oil and Natural Gas
Produced from Marginal Properties

Present L aw

Overview of depletion

Depletion, like depreciation, is aform of capital cost recovery. In both cases, the
taxpayer is alowed a deduction in recognition of the fact that an asset--in the case of depletion
for oil or gas interests, the mineral reserve itself--is being expended in order to produce income.
Certain costsincurred prior to drilling an oil or gas property are recovered through the depletion
deduction. These include costs of acquiring the lease or other interest in the property and
geological and geophysical costs (in advance of actual drilling).

Depletion is available to any person having an economic interest in a producing property.
An economic interest is possessed in every case in which the taxpayer has acquired by
investment any interest in mineralsin place, and secures, by any form of legal relationship,
income derived from the extraction of the mineral, to which it must look for areturn of its
capital . Thus, for example, both working interests and royalty interests in an oil- or gas-
producing property constitute economic interests, thereby qualifying the interest holders for
depletion deductions with respect to the property. A taxpayer who has no capital investment in
the mineral deposit does not possess an economic i nterest merely because it possesses an
economic or pecuniary advantage derived from production through a contractual relation.

Cost depletion

Two methods of depletion are currently allowable under the Code: (1) the cost depletion
method, and (2) the percentage depletion method.™ Under the cost depletion method, the
taxpayer deducts that portion of the adjusted basis of the depletable property which is equal to
the ratio of units sold from that property during the taxable year to the number of units remaining
as of the end of taxable year plus the number of units sold during the taxable year. Thus, the
amount recovered under cost depletion may never exceed the taxpayer's basis in the property.

Per centage depletion and related income limitations

The Code generaly limits the percentage depletion method for oil and gas properties to
independent producers and royalty owners.™™ Generally, under the percentage depletion method,
15 percent of the taxpayer's gross income from an oil- or gas-producing property is alowed as a
deduction in each taxable year." The amount deducted generally may not exceed 100 percent

¥ Treas. Reg. sec. 1.611-1(b)(1).
0 Secs. 611-613.
B Sec. 613A.

152 Sec. 613A(0).
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of the net income from that property in any year (the "net-income limitation").** The 100-
percent net-income limitation for marginal wells has been suspended for taxable years beginning
after December 31, 1997, and before January 1, 2004.

Description of Proposal

The suspension of the 100-percent net-income limitation for marginal wells is extended
an additional two years, through taxable years beginning before January 1, 2006.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2003.

18 Sec. 613(a).
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M. Qualified Zone Academy Bonds
Present L aw

Tax-exempt bonds

Interest on State and local governmenta bonds generally is excluded from gross income
for Federal income tax purposes if the proceeds of the bonds are used to finance direct activities
of these governmental units or if the bonds are repaid with revenues of the governmental units.
Activities that can be financed with these tax-exempt bonds include the financing of public
schools (sec. 103).

Qualified zone academy bonds

As an aternative to traditional tax-exempt bonds, States and local governments are given
the authority to issue “qualified zone academy bonds’ (“QZABS") (sec. 1397E). A total of $400
million of qualified zone academy bonds may be issued annually in calendar years 1998 through
2003. The $400 million aggregate bond cap is alocated each year to the States according to their
respective populations of individuals below the poverty line. Each State, in turn, allocates the
credit authority to qualified zone academies within such State.

Financial institutions that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate multiplied by the face amount of the
bond. A taxpayer holding a qualified zone academy bond on the credit allowance date is entitled
to acredit. The creditisincludablein grossincome (asif it were ataxable interest payment on
the bond), and may be claimed against regular income tax and AMT liability.

The Treasury Department sets the credit rate at a rate estimated to allow issuance of
gualified zone academy bonds without discount and without interest cost to the issuer. The
maximum term of the bornd is determined by the Treasury Department, so that the present value
of the obligation to repay the bond is 50 percent of the face value of the bond.

“Qualified zone academy bonds” are defined as any bond issued by a State or local
government, provided that: (1) at least 95 percent of the proceeds are used for the purpose of
renovating, providing equipment to, developing course materials for use at, or training teachers
and other school personnel in a*qualified zone academy”, and (2) private entities have promised
to contribute to the qualified zone academy certain equipment, technical assistance or training,
employee services, or other property or services with avalue equal to at least 10 percent of the
bond proceeds.

A school isa*“qualified zone academy” if: (1) the school isa public school that provides
education and training below the college level, (2) the school operates a special academic
program in cooperation with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school islocated in an empowerment
zone or enterprise community designated under the Code, or (b) it is reasonably expected that at
least 35 percent of the students at the school will be eligible for free or reduced-cost lunches
under the school lunch program established under the National School Lunch Act.
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Description of Proposal

The bill authorizes issuance of up to $400 million of qualified zone academy bonds
annually for calendar years 2004 and 2005.

Effective Date

The proposal is effective for obligations issued after the date of enactment.
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N. Extension of Tax Incentivesfor Investment in the
District of Columbia

Present L aw

DC Zoneincentives

The Taxpayer Relief Act of 1997 designated certain economically depressed census tracts
within the District of Columbia as the District of Columbia Enterprise Zone (the “D.C. Zone"),
within which businesses and individual residents are eligible for special tax incentives. The D.C.
Zone designation isin effect for the period from January 1, 1998, through December 31, 2003.

In addition to the tax incentives generally available with respect to empowerment zones, the D.C.
Zone also has a zero-percent capital gains rate that applies to gain from the sale of certain
qualified D.C. Zone assets acquired after December 31, 1997, and held for more than five years.

With respect to the tax-exempt financing incentives, the D.C. Zone generally is treated
like a Round | empowerment zone; therefore, the issuance of such tax-exempt bondsis subject to
the District of Columbia s annual private activity bond volume limitation. However, the
aggregate face amount of all outstanding qualified D.C. zone facility bonds per qualified D.C.
Zone business may not exceed $15 million (rather than $3 million, asis the case for Round |
empowerment zones).

Homebuyerstax credit

First-time homebuyers of a principal residence in the District of Columbia are eligible for
a nonrefundabl e tax credit of up to $5,000 of the amount of the purchase price. The $5,000
maximum credit applies both to individuals and married couples. Married individualsfiling
separately can claim a maximum credit of $2,500 each. The credit phases out for individual
taxpayers with adjusted gross income between $70,000 and $90,000 ($110,000-$130,000 for
joint filers). For purposes of eligibility, "first-time homebuyer" means any individual if such
individual did not have a present ownership interest in a principal residence in the District of
Columbiain the one-year period ending on the date of the purchase of the residence to which the
credit applies. The credit is scheduled to expire for property purchased after December 31, 2003.

Description of Proposal

DC Zone incentives

The bill extends the D.C. Zone designation and tax-exempt financing incentives for two
years (through December 31, 2005). The hill extends the date before which a DC Zone asset
must be acquired for purposes of utilizing the zero-percent capital gains rate for two years (to
January 1, 2006), and extends the period within which gain is treated as qualified capital gain for
two years (through December 31, 2010).
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Homebuyer stax credit

The bill extends the first-time homebuyer credit for two years (through December 31,
2005).

Effective Date

The proposals are effective on the date of enactment, except that the provision relating to
tax-exempt financing incentives applies to obligations issued after December 31, 2003.
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O. Extend the Authority to Issue Liberty Zone Bonds
Present L aw
In general

Interest on debt incurred by States or local governments is excluded from income if the
proceeds of the borrowing are used to carry out governmental functions of those entities or the
debt is repaid with governmental funds (sec. 103). Interest on bonds that nominally are issued by
States or local governments, but the proceeds of which are used (directly or indirectly) by a
private person and payment of which is derived from funds of such a private person is taxable
unless the purpose of the borrowing is approved specifically in the Code or in a non-Code
provision of arevenue Act. These bonds are called “private activity bonds.” The term “private
person” includes the Federal Government and all other individuals and entities other than States
or local governments.

In most cases, the aggregate volume of tax-exempt private activity bonds that may be
issued in a State is restricted by annual volume limits. For calendar year 2004, these annual
volume limits are equal to the greater of $80 per resident of the State or $234 million.

Tax-exempt private activity bonds

Interest on private activity bonds is tax-exempt only for qualified bonds. Qualified bonds
include: (1) exempt facility bonds; (2) qualified mortgage bonds; (3) qualified veteran mortgage
bonds; (4) qualified small-issue bonds; (5) qualified student loan bonds; (6) qualified
redevel opment bonds; and (7) qualified 501(c)(3) bonds. A further provision allows tax-exempt
financing for “environmental enhancements of hydro-electric generating facilities.” Tax-exempt
financing also is authorized for capital expenditures for small manufacturing facilities and land
and equipment for first-time farmers (“qualified small-issue bonds’), local redevelopment
activities (“qualified redevel opment bonds”), and eligible empowerment zone and enterprise
community businesses.

Tax-exempt financing is also allowed for qualified New Y ork Liberty Bonds issued
during calendar years 2002, 2003, and 2004. An aggregate limit of $8 billion of tax-exempt
private activity bonds to finance the construction and rehabilitation of nonresidential real
property™* and residential rental real property™ in anewly designated “Liberty Zone” (the

™ No more than $800 million of the authorized bond amount may be used to finance
property used for retail sales of tangible property (e.g., department stores, restaurants, etc.) and
functionally related and subordinate property. The term nonresidential real property includes
structural components of such property if the taxpayer treats such components as part of the real
property structure for all Federal income tax purposes (e.g., cost recovery). The $800 million
limit is divided equally between the Mayor and the Governor.

' No more than $1.6 billion of the authorized bond amount may be used to finance

residential rental property. The $1.6 billion limit is divided equally between the Mayor and the
Governor.
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“Zone") of New York City is alowed.™ Property eligible for financing with these bonds
includes buildings and their structural components, fixed tenant improvements,™ and public
utility property (e.g., gas, water, electric and telecommunication lines). All business addresses
located on or south of Canal Street, East Broadway (east of its intersection with Canal Street), or
Grand Street (east of its intersection with East Broadway) in the Borough of Manhattan are
considered to be located within the Zone. Issuance of these bonds is limited to projects approved
by the Mayor of New Y ork City or the Governor of New Y ork State, each of whom may
designate up to $4 billion of the bonds authorized under the hill.

If the Mayor or the Governor determines that it is not feasible to use all of the authorized
bonds that he is authorized to designate for property located in the Zone, up to $1 billion of
bonds may designated by each to be used for the acquisition, construction, and rehabilitation of
nonresidential real property (including fixed tenant improvements) located outside the Zone and
within New York City.*™® Bond-financed property located outside the Zone must meet the
additional requirement that the project have at least 100,000 square feet of usable office or other
commercia space in asingle building or multiple adjacent buildings.

Subject to the following exceptions and modifications, issuance of these tax-exempt
bonds is subject to the general rules applicable to issuance of exempt-facility private activity
bonds:

D I ssuance of the bondsis not subject to the aggregate annual State private activity
bond volume limits (sec. 146);

2 The restriction on acquisition of existing property is applied using a minimum
requirement of 50 percent of the cost of acquiring the building being devoted to
rehabilitation (sec. 147(d));

3 The specia arbitrage expenditure rules for certain construction bond proceeds
apply to available construction proceeds of the bonds (sec. 148(f)(4)(C));

(4 The tenant targeting rules applicable to exempt-facility bonds for residential rental
property (and the corresponding change in use penalties for violations of those

% Current refundings of outstanding New Y ork Liberty Bonds bonds do not count
against the $8 billion volume limit to the extent that the amount of the refunding bonds does not
exceed the outstanding amount of the bonds being refunded. 1n addition, qualified New Y ork
Liberty Bonds may be issued after December 31, 2004 to refund (other than advance refund)
qualified New York Liberty Bonds originaly issued before January 1, 2005, to the extent the
amount of the refunding bonds does not exceed the outstanding amount of the refunded bonds.
The bonds may not be advance refunded.

57 Fixtures and equipment that could be removed from the designated zone for use
elsewhere are not eligible for financing with these bonds.

8 public utility property and residential property located outside the Zone cannot be
financed with the bonds.
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rules) do not apply to such property financed with the bonds (secs. 142(d) and
150(b)(2));

5) Repayments of bond-financed loans may not be used to make additional loans,
but rather must be used to retire outstanding bonds (with the first such retirement

occurring 10 years after issuance of the bonds);™ and

(6) Interest on the bondsis not a preference item for purposes of the alternative
minimum tax preference for private activity bond interest (sec. 57(a)(5)).

Description of Proposal

The proposal extends authority to issue New Y ork Liberty Bonds through December 31,
2008.

Effective Date

The proposal is effective for bonds issued after the date of enactment and before January
1, 20009.

9 1t isintended that redemptions will occur at least semi -annually beginning at the end
of 10 years after the bonds are issued; however, amounts less than $250,000 are not required to
be used to redeem bonds at such intervals.
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P. Disclosureto Law Enforcement Agencies Regarding Terrorist Activities
Present L aw

Return information includes a taxpayer’s identity.*® The IRS may disclose return
information, other than taxpayer return information, to officers and employees of Federal law
enforcement upon awritten request. The request must be made by the head of the Federal law
enforcement agency (or his delegate) involved in the response to or investigation of terrorist
incidents, threats, or activities, and set forth the specific reason or reasons why such disclosure
may be relevant to aterrorist incident, threat, or activity. The information isto be disclosed to
officers and employees of the Federal law enforcement agency who would be personally and
directly involved in the response to or investigation of terrorist incidents, threats, or activities.
The information is to be used by such officers and employees solely for such response or
investigation. *®*

The Federa law enforcement agency may redisclose the information to officers and
employees of State and local law enforcement personally and directly engaged in the response to
or investigation of the terrorist incident, threat, or activity. The State or local law enforcement
agency must be part of an investigative or response team with the Federal law enforcement
agency for these disclosures to be made.’® No disclosures may be made under this provision
after December 31, 2003.

If ataxpayer’sidentity istaken from areturn or other information filed with or furnished
to the IRS by or on behalf of the taxpayer, it istaxpayer return information. Since taxpayer
return information is not covered by this disclosure authorization, taxpayer identity so obtained
cannot be disclosed and thus associated with the other information being provided.

Description of Proposal

The proposal extends the disclosure authority relating to terrorist activities. Under the
proposal, no disclosures can be made after December 31, 2005.

The proposal makes a technical change to clarify that ataxpayer’s identity is not treated
as taxpayer return information for purposes of disclosures to law enforcement agencies regarding
terrorist activities.

Effective Date

The proposal extending authority is effective for disclosures made on or after the date of
enactment. Thetechnical change is effective asif included in section 201 of the Victims of
Terrorism Tax Relief Act of 2001.

10 sec. 6103(b)(2)(A).
181 gec. 6103(1)(7)(A).
162 sec. 6103()(7)(A)(ii).
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Q. Disclosure of Return Information Relating to Student L oans
Present L aw

Present law prohibits the disclosure of returns and return information, except to the extent
specifically authorized by the Code.™® An exception is provided for disclosure to the
Department of Education (but not to contractors thereof) of ataxpayer’sfiling status, adjusted
gross income and identity information (i.e., name, mailing address, taxpayer identifying number)
to establish an appropriate repayment amount for an applicable student loan.*® The Department
of Education disclosure authority is scheduled to expire after December 31, 2004.'®

An exception to the general rule prohibiting disclosure is al'so provided for the disclosure
of returns and return information to a designee of the taxpayer.’® Because the Department of
Education utilizes contractors for the income-contingent loan verification program, the
Department of Education obtains taxpayer information by consent under section 6103(c), rather
than under the specific exception.*®’ The Department of Treasury has reported that the Internal
Revenue Service processes approximately 100,000 consents per year for this purpose.'®

Description of Proposal

The bill extends the disclosure authority relating to the disclosure of return information to
carry out income contingent repayment of student loans. Under the bill, no disclosures can be
made after December 31, 2005.

Effective Date

The proposal is effective with respect to disclosures made after the date of enactmert.

1% Sec. 6103.

1% Sec. 6103(1)(13).

1% Pyb. L. No. 108-89, sec. 201 (2003).
1% Sec. 6103(c).

187 Department of Treasury, Report to the Congress on Scope and Use of Taxpayer
Confidentiality and Disclosure Provisions, Volume I: Sudy of General Provisions (October
2000) at 91.

18 Department of Treasury, General Explanations of the Administration’s Fiscal Year
2004 Revenue Proposals (February 2003) at 133.
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R. Extension of Cover Over of Excise Tax on Distilled Spirits
to Puerto Rico and Virgin Idands

Present L aw

A $13.50 per proof gallon™® excise tax isimposed on distilled spirits produced in or
imported (or brought) into the United States.*™ The excise tax does not apply to distilled spirits
that are exported from the United States, including exports to U.S. possessions (e.g., Puerto Rico
and the Virgin Islands).*™*

The Code provides for cover over (payment) to Puerto Rico and the Virgin Ilands of the
excise tax imposed on rum imported (or brought) into the United States, without regard to the
country of origin.”® The amount of the cover over is limited under section 7652(f) to $10.50 per
proof gallon ($13.25 per proof gallon during the period July 1, 1999 through December 31,
2003).

Thus, tax amounts attributable to shipments to the United States of rum produced in
Puerto Rico are covered over to Puerto Rico. Tax amounts attributable to shipmentsto the
United States of rum produced in the Virgin Islands are covered over to the Virgin Islands. Tax
amounts attributable to shipments to the United States of rum produced in neither Puerto Rico
nor the Virgin Islands are divided and covered over to the two possessions under aformula.*®
Amounts covered over to Puerto Rico and the Virgin Islands are deposited into the treasuries of
the two possessions for use as those possessions determine.*™ All of the amounts covered over
are subject to the limitation.

Description of Proposal

The proposal temporarily suspends the $10.50 per proof gallon limitation on the amount
of excise taxes on rum covered over to Puerto Rico and the Virgin Islands. Under the proposal,
the cover over amount of $13.25 per proof gallon is extended for rum brought into the United

1% A proof gallonisaliquid gallon consisting of 50 percent alcohol. See sec.
5002(a)(10), (1).

10 Sec. 5001(a)(1).
™ Secs. 5062(b), 7653(b) and (C).

172 gec. 7652(a)(3), (b)(3), and (€)(1). One percent of the amount of excise tax collected
from imports into the United States of articles produced in the Virgin Ilands is retained by the
United States under section 7652(b)(3).

% Sec. 7652(€)(2).
™ Sec. 7652(2)(3), (b)(3), and (€)(2).
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States after December 31, 2003 and before January 1, 2006. After December 31, 2005, the cover
over amount reverts to $10.50 per proof gallon.

Effective Date

The proposal is effective for articles brought into the United States after December 31,
2003.
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S. Extension of Joint Review
Present L aw
The Code required the Joint Committee on Taxation to conduct ajoint review™” of the
strategic plans and budget of the IRS from 1999 through 2003." The Code also required the
Joint Committee to provide an annual report'’’ from 1999 through 2003 with respect to:
Strategic and business plans for the IRS;
Progress of the IRS in meeting its objectives,
The budget for the IRS and whether it supports its objectives,
Progress of the IRS in improving taxpayer service and compliance;
Progress of the IRS on technology modernization; and

The annual filing season.

Description of Proposal

The proposal requires that the Joint Committee conduct ajoint review before June 1,
2005. The proposal requires the Joint Committee to provide an annual report before June 1,
2005, but specifies that the content of the annual report is the matters addressed in the joint
R 178
review.

Effective Date

The proposal is effective on the date of enactment.

™ Thejoint review was required to include two members of the majority and one
member of the minority of the Senate Committees on Finance, Appropriations, and
Governmental Affairs, and of the House Committees on Ways and Means, Appropriations, and
Government Reform and Oversight.

176 Sec. 8021(f).
17 Sec. 8022(3)(C).

% Accordingly, the proposal deletes the specific list of matters required to be covered in
the annual report.
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T. Parity in the Application of Certain Limitsto Mental Health Benefits
Present L aw

The Mental Health Parity Act of 1996 amended the Employee Retirement Income
Security Act of 1974 (“ERISA”) and the Public Health Service Act (*PHSA”) to provide that
group health plans that provide both medical and surgical benefits and mental health benefits
cannot impose aggregate lifetime or annual dollar [imits on mental health benefits that are not
imposed on substantially al medical and surgical benefits. The provisions of the Mental Health
Parity Act wereinitially effective with respect to plan years beginning on or after January 1,
1998, for atemporary period. Since enactment, the mental health parity requirementsin ERISA
and the PHSA have been extended on more than one occasion and currently are scheduled to
expire with respect to benefits for services furnished on or after December 31, 2004.

The Taxpayer Relief Act of 1997 added to the Internal Revenue Code (* Code”) the
requirements imposed under the Mental Health Parity Act, and imposed an excise tax on group
health plans that fail to meet the requirements. The excise tax is equal to $100 per day during the
period of noncompliance and is generally imposed on the employer sponsoring the plan if the
plan fails to meet the requirements. The maximum tax that can be imposed during a taxable year
cannot exceed the lesser of 10 percent of the employer’s group health plan expenses for the prior
year or $500,000. No tax isimposed if the Secretary determines that the employer did not know,
and exercising reasonable diligence would not have known, that the failure existed.

The Code provisions wereinitially effective with respect to plan years beginning on or
after January 1, 1998, for atemporary period.’” The Code provisions have been extended on a
number of occasions, and expired with respect to benefits for services furnished after December
31, 2003.

Description of Proposal

The proposal extends the Code provisions relating to mental health parity to benefits for
services furnished after the date of enactment and before January 1, 2006. Thus, the excise tax
on failures to meet the requirements imposed by the Code provisions does not apply after
December 31, 2003, and before the date of enactment.

Effective Date

The proposal is effective for benefits for services furnished after the date of enactment.

1 The excise tax does not apply to benefits for services furnished on or after September
30, 2001, and before January 10, 2002.
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U. Disclosureof Tax Information to Facilitate Combined Employment Tax Reporting
Present L aw

Traditionally, Federal tax forms are filed with the Federal government and State tax
forms are filed with individual States. This necessitates duplication of items common to both
returns.

The Taxpayer Relief Act of 1997 permitted implementation of a demonstration project
to assess the feasibility and desirability of expanding combined Federal and State reporting.
There were several limitations on the demonstration project. First, it was limited to the sharing of
information between the State of Montana and the IRS. Second, it was limited to employment
tax reporting. Third, it was limited to disclosure of the name, address, TIN, and signature of the
taxpayer, which is information common to both the Montana and Federal portions of the
combined form. Fourth, it was limited to a period of five years.

The authority for the demonstration project expired on the date five years after the date of
enactment (August 5, 2002).

Description of Proposal

The proposal renews authority for the demonstration project through December 31, 2005.

Effective Date

The proposal is effective on the date of enactment.

180 Sec. 976; P.L. 105-34; August 5, 1997.

130



V. Extension of Tax Credit for Electric Vehiclesand Tax
Deduction for Clean-Fuel Vehicles

Present L aw

Electric vehicles

A 10-percent tax credit is provided for the cost of a qualified electric vehicle, up to a
maximum credit of $4,000 (sec. 30). A qualified electric vehicleis amotor vehiclethat is
powered primarily by an electric motor drawing current from rechargeable batteries, fuel cells, or
other portable sources of electrical current, the original use of which commences with the
taxpayer, and that is acquired for the use by the taxpayer and not for resale. The full amount of
the credit is available for purchases prior to 2002. The credit phases down in the years 2004
through 2006, and is unavailable for purchases after December 31, 2006.

Clean-fuel vehicles

Certain costs of qualified clean-fuel vehicle property may be expensed and deducted
when such property is placed in service (sec. 179A). Qualified clean-fuel vehicle property
includes motor vehicles that use certain clean-burning fuels (natural gas, liquefied natural gas,
liquefied petroleum gas, hydrogen, electricity and any other fuel at least 85 percent of whichis
methanol, ethanol, any other alcohol or ether). The maximum amount of the deduction is
$50,000 for atruck or van with a gross vehicle weight over 26,000 pounds or a bus with seating
capacity of at least 20 adults; $5,000 in the case of atruck or van with a gross vehicle weight
between 10,000 and 26,000 pounds; and $2,000 in the case of any other motor vehicle. Qualified
electric vehicles do not qualify for the clean-fuel vehicle deduction. The deduction phases down
in the years 2004 through 2006, and is unavailable for purchases after December 31, 2006.

Description of Proposal

The proposal suspends the phase down of alowable tax credit for electric vehicles and
the deduction for clean-fuel vehiclesin 2004 and 2005. Thus, ataxpayer who purchases a
qualifying vehicle may claim 100 percent of the otherwise allowable credit or deduction for
vehicles purchased in 2004 and 2005. For vehicles purchased in 2006 the credit or deduction
remains at 25 percent of the otherwise allowable amount as under present law.

Effective Date

The proposal is effective for vehicles placed in service after December 31, 2003.

131



V. DEDUCTION OF STATE AND LOCAL GENERAL SALESTAXES
A. Deduction of State and Local General Sales T axes
Present L aw

An itemized deduction is permitted for certain taxes paid, including individual income
taxes, real property taxes, and personal property taxes. No itemized deduction is permitted for
State or local general sales taxes.

Description of Proposal

The proposal provides that, at the election of the taxpayer, an itemized deduction may be
taken for State and local general salestaxesin lieu of the itemized deduction provided under
present law for State and local income taxes. The amount of the deduction would be required to
be determined under tables prescribed by the Secretary. Such tables would be based on the
average consumption by taxpayers, on a State by State basis, taking into account filing status,
number of dependents, adjusted gross income, and rates of State and local general sales taxation.

The term *genera salestax’ means atax imposed at one rate with respect to the sale at
retail of abroad range of classes of items. However, in the case of items of food, clothing,
medical supplies, and motor vehicles, the fact that the tax does not apply with respect to some or
all of such itemswould not be taken into account in determining whether the tax applies with
respect to a broad range of classes of items, and the fact that the rate of tax applicable with
respect to some or all of such itemsis lower than the general rate of tax shall not be taken into
account in determining whether the tax isimposed at one rate. Except in the case of alower rate
of tax applicable with respect to food, clothing, medical supplies, or motor vehicles, no
deduction shall be allowed for any general sales tax imposed with respect to an item at arate
other than the general rate of tax. However, in the case of motor vehicles, if the rate of tax
exceeds the general rate, such excess shall be disregarded and the general rate shall be treated as
the rate of tax.

A compensating use tax with respect to an item shall be treated as a general sales tax,
provided such tax is complimentary to ageneral salestax and a deduction for salestaxesis
allowable with respect to items sold at retail in the taxing jurisdiction that are similar to such
item.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2003 and prior
to January 1, 2006.
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VI. REVENUE PROVISIONS

A. Provisionsto Reduce Tax Avoidance Through Individual
and Cor porate Expatriation

1. Tax treatment of expatriated entitiesand their foreign parents
Present L aw

Deter mination of corpor ate residence

The U.S. tax treatment of a multinational corporate group depends significantly on
whether the parent corporation of the group is domestic or foreign. For purposes of U.S. tax law,
acorporation istreated as domestic if it isincorporated under the law of the United States or of
any State. All other corporations (i.e., those incorporated under the laws of foreign countries)
are treated as foreign.

U.S. taxation of domestic cor por ations

The United States employs a*“worldwide” tax system, under which domestic corporations
generdly are taxed on al income, whether derived in the United States or abroad. In order to
mitigate the double taxation that may arise from taxing the foreign-source income of a domestic
corporation, aforeign tax credit for income taxes paid to foreign countriesis provided to reduce
or eliminate the U.S. tax owed on such income, subject to certain limitations.

Income earned by a domestic parent corporation from foreign operations conducted by
foreign corporate subsidiaries generaly is subject to U.S. tax when the income is distributed as a
dividend to the domestic corporation. Until such repatriation, the U.S. tax on such income is
generally deferred. However, certain anti-deferral regimes may cause the domestic parent
corporation to be taxed on a current basis in the United States with respect to certain categories
of passive or highly mobile income earned by its foreign subsidiaries, regardless of whether the
income has been distributed as a dividend to the domestic parent corporation. The main anti-
deferral regimesin this context are the controlled foreign corporation rules of subpart F (secs.
951-964) and the passive foreign investment company rules (secs. 1291-1298). A foreign tax
credit is generaly available to offset, in whole or in part, the U.S. tax owed on this foreign
source income, whether repatriated as an actual dividend or included under one of the anti-
deferral regimes.

U.S. taxation of foreign cor por ations

The United States taxes foreign corporations only on income that has a sufficient nexus to
the United States. Thus, aforeign corporation is generally subject to U.S. tax only on income
that is“effectively connected” with the conduct of atrade or business in the United States. Such
“effectively connected income” generally is taxed in the same manner and at the same rates as
the income of aU.S. corporation. An applicable tax treaty may limit the imposition of U.S. tax
on business operations of aforeign corporation to cases in which the business is conducted
through a*“permanent establishment” in the United States.
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In addition, foreign corporations generally are subject to a gross-basisU.S. tax at aflat
30-percent rate on the receipt of interest, dividends, rents, royalties, and certain similar types of
income derived from U.S. sources, subject to certain exceptions. The tax generally is collected
by means of withholding by the person making the payment. This tax may be reduced or
eliminated under an applicable tax treaty.

U.S. tax treatment of inver sion transactions

Under present law, a U.S. corporation may reincorporate in aforeign jurisdiction and
thereby replace the U.S. parent corporation of a multinational corporate group with aforeign
parent corporation. These transactions are commonly referred to as inversion transactions.
Inversion transactions may take many different forms, including stock inversions, asset
inversions, and various combinations of and variations on the two. Most of the known
transactions to date have been stock inversions. In one example of a stock inversion, aU.S.
corporation forms a foreign corporation, which in turn forms a domestic merger subsidiary. The
domestic merger subsidiary then merges into the U.S. corporation, with the U.S. corporation
surviving, now as a subsidiary of the new foreign corporation. The U.S. corporation’s
shareholders receive shares of the foreign corporation and are treated as having exchanged their
U.S. corporation shares for the foreign corporation shares. An asset inversion reaches a similar
result, but through a direct merger of the top-tier U.S. corporation into a new foreign corporation,
among other possible forms. Aninversion transaction may be accompanied or followed by
further restructuring of the corporate group. For example, in the case of a stock inversion, in
order to remove income from foreign operations from the U.S. taxing jurisdiction, the U.S.
corporation may transfer some or al of its foreign subsidiaries directly to the new foreign parent
corporation or other related foreign corporations.

In addition to removing foreign operations from the U.S. taxing jurisdiction, the
corporate group may derive further advantage from the inverted structure by reducing U.S. tax
on U.S.-source income through various earnings stripping or other transactions. This may
include earnings stripping through payment by a U.S. corporation of deductible amounts such as
interest, royalties, rents, or management service fees to the new foreign parent or other foreign
affiliates. In this respect, the post-inversion structure enables the group to employ the same tax-
reduction strategies that are available to other multinational corporate groups with foreign
parents and U.S. subsidiaries, subject to the same limitations (e.g., secs. 163(j) and 482).

Inversion transactions may give rise to immediate U.S. tax consequences at the
shareholder and/or the corporate level, depending on the type of inversion. In stock inversions,
the U.S. shareholders generally recognize gain (but not 10ss) under section 367(a), based on the
difference between the fair market value of the foreign corporation shares received and the
adjusted basis of the domestic corporation stock exchanged. To the extent that a corporation’s
share value has declined, and/or it has many foreign or tax-exempt shareholders, the impact of
this section 367(a) “toll charge” isreduced. The transfer of foreign subsidiaries or other assets to
the foreign parent corporation also may give rise to U.S. tax consequences at the corporate level
(e.g., gain recognition and earnings and profits inclusions under secs. 1001, 311(b), 304, 367,
1248 or other provisions). The tax on any income recognized as a result of these restructurings
may be reduced or eliminated through the use of net operating losses, foreign tax credits, and
other tax attributes.
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In asset inversions, the U.S. corporation generally recognizes gain (but not loss) under
section 367(a) as though it had sold all of its assets, but the shareholders generally do not
recognize gain or loss, assuming the transaction meets the requirements of a reorganization under
section 368.

Description of Proposal

The bill applies special tax rules to corporations that undertake certain defined inversion
transactions. For this purpose, an inversion is atransaction in which, pursuant to aplan or a
series of related transactions: (1) aU.S. corporation becomes a subsidiary of aforeign-
incorporated entity or otherwise transfers substantially all of its properties to such an entity after
March 4, 2003; (2) the former shareholders of the U.S. corporation hold (by reason of holding
stock in the U.S. corporation) 60 percent or more (by vote or value) of the stock of the foreign-
incorporated entity after the transaction; and (3) the foreign-incorporated entity, considered
together with all companies connected to it by a chain of greater than 50-percent ownership (i.e.,
the “expanded affiliated group”) does not conduct substantial business activitiesin the entity’s
country of incorporation compared to the total worldwide business activities of the expanded
affiliated group.

In such a case, any applicable corporate-level “toll charges’ for establishing the inverted
structure are not offset by tax attributes such as net operating losses or foreign tax credits.
Specifically, any applicable corporate-level income or gain required to be recognized under
sections 304, 311(b), 367, 1001, 1248, or any other provision with respect to the transfer of
controlled foreign corporation stock or the transfer or license of other assets by aU.S.
corporation as part of the inversion transaction or after such transaction to arelated foreign
person is taxable, without offset by any tax attributes (e.g., net operating losses or foreign tax
credits). Thisrule does not apply to certain transfers of inventory and similar property. These
measures generally apply for a 10-year period following the inversion transaction.

In determining whether a transaction meets the definition of an inversion under the
proposal, stock held by members of the expanded affiliated group that includes the foreign
incorporated entity isdisregarded. For example, if the former top-tier U.S. corporation receives
stock of the foreign incorporated entity (e.g., so-called “hook” stock), the stock would not be
considered in determining whether the transaction meets the definition. Similarly, if aU.S.
parent corporation converts an existing wholly owned U.S. subsidiary into a new wholly owned
controlled foreign corporation, the stock of the new foreign corporation would be disregarded.
Stock sold in a public offering related to the transaction also is disregarded for these purposes.

Transfers of properties or liabilities as part of a plan a principal purpose of which isto
avoid the purposes of the proposal are disregarded. In addition, the Treasury Secretary is granted
authority to prevent the avoidance of the purposes of the proposal, including avoidance through
the use of related persons, pass-through or other noncorporate entities, or other intermediaries,
and through transactions designed to qualify or disqualify a person as arelated person or a
member of an expanded affiliated group. Similarly, the Treasury Secretary is granted authority
to treat certain non-stock instruments as stock, and certain stock as not stock, where necessary to
carry out the purposes of the proposal.
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Under the proposal, inversion transactions include certain partnership transactions.
Specificaly, the proposal applies to transactions in which a foreign-incorporated entity acquires
substantially al of the properties constituting a trade or business of a domestic partnership, if
after the acquisition at least 60 percent of the stock of the entity is held by former partners of the
partnership (by reason of holding their partnership interests), provided that the other terms of the
basic definition are met. For purposes of applying thistest, all partnerships that are under
common control within the meaning of section 482 are treated as one partnership, except as
provided otherwise in regulations. In addition, the modified “toll charge” provisions apply at the
partner level.

A transaction otherwise meeting the definition of an inversion transaction is not treated as
an inversion transaction if, on or before March 4, 2003, the foreign-incorporated entity had
acquired directly or indirectly more than half of the properties held directly or indirectly by the
domestic corporation, or more than half of the properties constituting the partnership trade or
business, as the case may be.

Effective Date

The proposal applies to taxable years ending after March 4, 2003.
2. Excise tax on stock compensation of insidersin expatriated cor porations
Present L aw

The income taxation of a nonstatutory®' compensatory stock option is determined under
the rules that apply to property transferred in connection with the performance of services (sec.
83). If anonstatutory stock option does not have areadily ascertainable fair market value at the
time of grant, which is generally the case unless the option is actively traded on an established
market, no amount isincluded in the gross income of the recipient with respect to the option until
the recipient exercises the option.™ Upon exercise of such an option, the excess of the fair
market value of the stock purchased over the option price is generally included in the recipient’s
gross income as ordinary income in such taxable year.*®

The tax treatment of other forms of stock-based compensation (e.g., restricted stock and
stock appreciation rights) is also determined under section 83. The excess of the fair market

181 Nonstatutory stock options refer to stock options other than incentive stock options
and employee stock purchase plans, the taxation of which is determined under sections 421-424.

182 |t anindividual receives a grant of a nonstatutory option that has a readily

ascertainable fair market value at the time the option is granted, the excess of the fair market
value of the option over the amount paid for the option isincluded in the recipient’ s gross
income as ordinary income in the first taxable year in which the option is either transferable or
not subject to a substantial risk of forfeiture.

18 Under section 83, such amount isincludable in grossincome in the first taxable year
in which the rights to the stock are transferable or are not subject to substantial risk of forfeiture.
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value over the amount paid (if any) for such property is generally includable in gross incomein
the first taxable year in which the rights to the property are transferable or are not subject to
substantial risk of forfeiture.

Shareholders are generally required to recognize gain upon stock inversion transactions.
Aninversion transaction is generally not a taxable event for holders of stock options and other
stock-based compensation.

Description of Proposal

Under the proposal, specified holders of stock options and other stock-based
compensation are subject to an excise tax upon certain inversion transactions. The proposal
imposes a 15-percent excise tax on the value of specified stock compensation held (directly or
indirectly) by or for the benefit of adisqualified individual, or amember of such individual’s
family, at any time during the 12-month period beginning six months before the corporation’s
expatriation date. Specified stock compensation is treated as held for the benefit of a disqualified
individual if such compensation is held by an entity, e.g., apartnership or trust, in which the
individual, or amember of the individual’s family, has an ownership interest.

A disgualified individual is any individual who, with respect to a corporation, is, a any
time during the 12-month period beginning on the date which is six months before the
expatriation date, subject to the requirements of section 16(a) of the Securities and Exchange Act
of 1934 with respect to the corporation, or any member of the corporation’s expanded affiliated
group, ™ or would be subject to such requirements if the corporation (or member) were an issuer
of equity securities referred to in section 16(a). Disqualified individuals generaly include
officers (as defined by section 16(a)),'® directors, and 10-percent-or-greater owners of private
and publicly-held corporations.

The excise tax isimposed on adisqualified individual of an expatriated corporation (as
previously defined in the bill) only if gain (if any) isrecognized in whole or part by any
shareholder by reason of a corporate inversion transaction previously defined in the bill.

Specified stock compensation subject to the excise tax includes any payment™® (or right
to payment) granted by the expatriated corporation (or any member of the corporation’s

184 An expanded affiliated group is an affiliated group (under section 1504) except that
such group is determined without regard to the exceptions for certain corporations and is
determined applying a greater than 50 percent threshold, in lieu of the 80 percent test.

18 An officer is defined as the president, principal financial officer, principal accounting
officer (or, if thereis no such accounting officer, the controller), any vice-president in charge of
aprincipal business unit, division or function (such as sales, administration or finance), any other
officer who performs a policy-making function, or any other person who performs similar
policy-making functions.

18 Under the proposal, any transfer of property is treated as a payment and any right to a
transfer of property is treated as aright to a payment.
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expanded affiliated group) to any person in connection with the performance of services by a
disgualified individual for such corporation (or member of the corporation’s expanded affiliated
group) if the value of the payment or right is based on, or determined by reference to, the value
or change in value of stock of such corporation (or any member of the corporation’s expanded
affiliated group). In determining whether such compensation exists and valuing such
compensation, all restrictions, other than a non-lapse restriction, areignored. Thus, the excise
tax applies, and the value subject to the tax is determined, without regard to whether such
specified stock compensation is subject to a substantial risk of forfeiture or is exercisable at the
time of the inversion transaction. Specified stock compensation includes compensatory stock
and restricted stock grants, compensatory stock options, and other forms of stock-based
compensation, including stock appreciation rights, pharntom stock, and phantom stock options.
Specified stock compensation also includes nonqualified deferred compensation that is treated as
though it were invested in stock or stock options of the expatriating corporation (or member).
For example, the proposal appliesto adisqualified individual’ s deferred compensation if
company stock is one of the actual or deemed investment options under the nonqualified deferred
compensation plan.

Specified stock compensation includes a compensation arrangement that gives the
disgualified individual an economic stake substantially similar to that of a corporate shareholder.
Thus, the excise tax does not apply if a payment issimply triggered by atarget value of the
corporation’ s stock or where a payment depends on a performance measure other than the value
of the corporation’s stock. Similarly, the tax does not apply if the amount of the payment is not
directly measured by the value of the stock or an increase in the value of the stock. For example,
an arrangement under which adisqualified individual would be paid a cash bonus of $500,000 if
the corporation’ s stock increased in value by 25 percent over two years or $1,000,000 if the stock
increased by 33 percent over two years is not specified stock compensation, even though the
amount of the bonus generally is keyed to an increase in the value of the stock. By contrast, an
arrangement under which a disqualified individual would be paid a cash bonus equal to $10,000
for every $1 increase in the share price of the corporation’s stock is subject to the proposal
because the direct connection between the compensation amount and the value of the
corporation’ s stock gives the disqualified individual an economic stake substantially similar to
that of a shareholder.

The excise tax applies to any such specified stock compensation previously granted to a
disqualified individual but cancelled or cashed-out within the six-month period ending with the
expatriation date, and to any specified stock compensation awarded in the six-month period
beginning with the expatriation date. Asaresult, for example, if a corporation cancels
outstanding options three months before the transaction and then reissues comparable options
three months after the transaction, the tax applies both to the cancelled options and the newly
granted options. It isintended that the Secretary issue guidance to avoid double counting with
respect to specified stock compensation that is cancelled and then regranted during the applicable
twelve-month period.

Specified stock compensation subject to the tax does not include a statutory stock option
or any payment or right from a qualified retirement plan or annuity, tax-sheltered annuity,
simplified employee pension, or SIMPLE. In addition, under the proposal, the excise tax does
not apply to any stock option that is exercised during the six-month period before the
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expatriation date or to any stock acquired pursuant to such exercise, if income is recognized
under section 83 on or before the expatriation date with respect to the stock acquired pursuant to
such exercise. The excise tax also does not apply to any specified stock compensation that is
exercised, sold, exchanged, distributed, cashed-out, or otherwise paid during such period in a
transaction in which income, gain, or loss is recognized in full.

For specified stock compensation held on the expatriation date, the amount of the tax is
determined based on the value of the compensation on such date. The tax imposed on specified
stock compensation cancelled during the six-month period before the expatriation date is
determined based on the value of the compensation on the day before such cancellation, while
specified stock compensation granted after the expatriation date is valued on the date granted.
Under the proposal, the cancellation of a nontlapse restriction is treated as a grant.

The value of the specified stock compensation on which the excise tax isimposed is the
fair value in the case of stock options (including warrants or other similar rights to acquire stock)
and stock appreciation rights and the fair market value for all other forms of compensation. For
purposes of the tax, the fair value of an option (or awarrant or other similar right to acquire
stock) or a stock appreciation right is determined using an appropriate option-pricing model, as
specified or permitted by the Secretary, that takes into account the stock price at the valuation
date; the exercise price under the option; the remaining term of the option; the volatility of the
underlying stock and the expected dividends on it; and the risk-free interest rate over the
remaining term of the option. Options that have no intrinsic value (or “ spread”’) because the
exercise price under the option equals or exceeds the fair market value of the stock at valuation
nevertheless have afair value and are subject to tax under the proposal. The value of other forms
of compensation, such as phantom stock or restricted stock, isthe fair market value of the stock
as of the date of the expatriation transaction. The value of any deferred compensation that can be
valued by reference to stock is the amount that the disqualified individual would receive if the
plan were to distribute all such deferred compensation in a single sum on the date of the
expatriation transaction (or the date of cancellation or grant, if applicable). It is expected that the
Secretary issue guidance on valuation of specified stock compensation, including guidance
similar to the revenue procedures issued under section 280G, except that the guidance would not
permit the use of aterm other than the full remaining term and would be modified as necessary
or appropriate to carry out the purposes of the provision. Pending the issuance of guidance, it is
intended that taxpayers can rely on the revenue procedure issued under section 280G (except that
the full remaining term must be used and recalculation is not permitted).

The excise tax also appliesto any payment by the expatriated corporation or any member
of the expanded affiliated group made to an individual, directly or indirectly, in respect of the
tax. Whether a payment is made in respect of the tax is determined under all of the facts and
circumstances. Any payment made to keep the individual in the same after-tax position that the
individual would have been in had the tax not applied is a payment made in respect of the tax.
This includes direct payments of the tax and payments to reimburse the individual for payment
of thetax. It isexpected that the Secretary issue guidance on determining when a payment is
made in respect of the tax and that such guidance include certain factors that giveriseto a
rebuttable presumption that a payment is made in respect of the tax, including arebuttable
presumption that if the payment is contingent on the inversion transaction, it is made in respect
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to the tax. Any payment made in respect of the tax isincludible in the income of the individual,
but is not deductible by the corporation.

To the extent that a disqualified individual is also a covered employee under section
162(m), the $1,000,000 limit on the deduction allowed for employee remuneration for such
employee is reduced by the amount of any payment (including reimbursements) made in respect
of the tax under the proposal. As discussed above, thisincludes direct payments of the tax and
payments to reimburse the individual for payment of the tax.

The payment of the excise tax has no effect on the subsequent tax treatment of any
specified stock compensation. Thus, the payment of the tax has no effect on the individual’s
basisin any specified stock compensation and no effect on the tax treatment for the individual at
the time of exercise of an option or payment of any specified stock compensation, or at the time
of any lapse or forfeiture of such specified stock compensation. The payment of the tax is not
deductible and has no effect on any deduction that might be allowed at the time of any future
exercise or payment.

Under the proposal, the Secretary is authorized to issue regulations as may be necessary
or appropriate to carry out the purposes of the proposal.

Effective Date

The proposal is effective as of March 4, 2003, except that periods before March 4, 2003,
are not taken into account in applying the excise tax to specified stock compensation held or
cancelled during the six-month period before the expatriation date.

3. Reinsurance of U.S. risksin foreign jurisdictions
Present L aw

In the case of areinsurance agreement between two or more related persons, present law
provides the Treasury Secretary with authority to allocate among the parties or recharacterize
income (whether investment income, premium or otherwise), deductions, assets, reserves, credits
and any other items related to the reinsurance agreement, or make any other adjustment, in order
to reflect the proper source and character of the items for each party.*®” For this purpose, related
persons are defined asin section 482. Thus, persons are related if they are organizations, trades
or businesses (whether or not incorporated, whether or not organized in the United States, and
whether or not affiliated) that are owned or controlled directly or indirectly by the same interests.
The provision may apply to a contract even if one of the related partiesis not a domestic
company.’® In addition, the provision also permits such allocation, recharacterization, or other
adjustmentsin a case in which one of the parties to a reinsurance agreement is, with respect to

187 Sec. 845(a).

18 See S, Rep. No. 97-494, 97th Cong., 2d Sess., 337 (1982) (describing provisions
relating to the repeal of modified coinsurance provisions).
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any contract covered by the agreement, in effect an agent of another party to the agreement, or a
conduit between related persons.

Description of Proposal

The bill clarifies the rules of section 845, relating to authority for the Treasury Secretary
to allocate items among the parties to a reinsurance agreement, recharacterize items, or make any
other adjustment, in order to reflect the proper source and character of the items for each party.
The bill authorizes such allocation, recharacterization, or other adjustment, in order to reflect the
proper source, character or amount of the item. It isintended that this authority™ be exercised
in amanner similar to the authority under section 482 for the Treasury Secretary to make
adjustments between related parties. It isintended that this authority be applied in situationsin
which the related persons (or agents or conduits) are engaged in cross-border transactions that
require allocation, recharacterization, or other adjustments in order to reflect the proper source,
character or amount of the item or items. No inference is intended that present law does not
provide this authority with respect to reinsurance agreements.

No regulations have been issued under section 845(a). It is expected that the Treasury
Secretary will issue regulations under section 845(a) to address effectively the allocation of
income (whether investment income, premium or otherwise) and other items, the
recharacterization of such items, or any other adjustment necessary to reflect the proper amount,
source or character of the item.

Effective Date

The proposal is effective for any risk reinsured after the date of enactment of the
proposal.

4. Revision of tax rules on expatriation of individuals
Present L aw

In general

U.S. citizens and residents generally are subject to U.S income taxation on their
worldwideincome. The U.S. tax may be reduced or offset by a credit allowed for foreign
income taxes paid with respect to foreign source income. Nonresident aliens are taxed at aflat
rate of 30 percent (or alower treaty rate) on certain types of passive income derived from U.S.
sources, and at regular graduated rates on net profits derived from a U.S. trade or business. The
estates of nonresident aliens generally are subject to estate tax on U.S.-situated property (e.g.,
real estate and tangible property located within the United States and stock inaU.S.
corporation). Nonresident aliens generally are subject to gift tax on transfers by gift of U.S.-
Situated property (e.g., real estate and tangible property located within the United States, but
excluding intangibles, such as stock, regardless of where they are located).

189 The authority to allocate, recharacterize or make other adjustments was granted in
connection with the repeal of provisions relating to modified coinsurance transactions.
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|ncome tax rules with respect to expatriates

For the 10 taxable years after an individual relinquishes his or her U.S. citizenship or
terminates his or her U.S. residency’® with a principal purpose of avoiding U.S. taxes, the
individuals is subject to an alternative method of income taxation than that generally applicable
to nonresident aliens (the “alternative tax regime”). Generaly, the individual is subject to
income tax only on U.S.-source income™ at the rates applicable to U.S. citizens for the 10-year
period.

Anindividua who relinquishes citizenship or terminates residency istreated as having
done so with aprincipal purpose of tax avoidance and is generally subject to the alternative tax
regimeif: (1) theindividua’s average annual U.S. Federal income tax liability for the five
taxable years preceding citizenship relinquishment or residency termination exceeds $100,000;
or (2) the individua’ s net worth on the date of citizenship relinquishment or residency
termination equals or exceeds $500,000. These amounts are adjusted annually for inflation.'*
Certain categories of individuals (e.g., dua residents) may avoid being deemed to have atax
avoidance purpose for relinquishing citizenship or terminating residency by submitting aruling
request to the IRS regarding whether the individual relinquished citizenship or terminated
residency principally for tax reasons.

Anti-abuse rules are provided to prevent the circumvention of the alternative tax regime.

Estate tax rules with respect to expatriates

Specia estate tax rules apply to individual’s who relinquish their citizenship or long-term
residency within the 10 years prior to the date of death, unless he or she did not have a tax
avoidance purpose (as determined under the test above). Under these special rules, certain
closely-held foreign stock owned by the former citizen or former long-term resident isincludible
in hisor her gross estate to the extent that the foreign corporation owns U.S.-situated assets.

Gift tax rules with respect to expatriates

Specia gift tax rules apply to individual’ s who relinquish their citizenship or long-term
residency within the 10 years prior to the date of death, unless he or she did not have a tax
avoidance purpose (as determined under the rules above). The individual is subject to gift tax on

% Under present law, an individual’s U.S. residency is considered terminated for U.S.
Federal tax purposes when the individual ceases to be alawful permanent resident under the
immigration law (or is treated as aresident of another country under atax treaty and does not
waive the benefits of such treaty).

L For this purpose, however, U.S.-source income has a broader scope than it does
typically in the Code.

%2 The incometax liability and net worth thresholds under section 877(a)(2) for 2004 are
$124,000 and $622,000, respectively. See Rev. Proc. 2003-85, 2003-49 |.R.B. 1184.
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gifts of U.S.-situated intangibles made during the 10 years following citizenship relinquishment
or residency termination.

I nfor mation reporting

Under present law, U.S. citizens who relinquish citizenship and long-term residents who
terminate residency generaly are required to provide information about their assets held at the
time of expatriation. However, thisinformation is only required once.

Description of Proposal

In general

The bill provides: (1) objective standards for determining whether former citizens or
former long-term residents are subject to the aternative tax regime; (2) tax-based (instead of
immigration-based) rules for determining when an individual is no longer a U.S. citizen or long-
term resident for U.S. Federal tax purposes; (3) the imposition of full U.S. taxation for
individuals who are subject to the alternative tax regime and who return to the United States for
extended periods; (4) imposition of U.S. gift tax on gifts of stock of certain closely-held foreign
corporations that hold U.S.-situated property; and (5) an annual return-filing requirement for
individuals who are subject to the alternative tax regime, for each of the 10 years following
citizenship relinquishment or residency termination. **

Objectiverulesfor the alter native tax regime

The bill replaces the subjective determination of tax avoidance as a principal purpose for
citizenship relinquishment or residency termination under present law with objective rules.
Under the bill, aformer citizen or former long-term resident would be subject to the alternative
tax regime for a 10-year period following citizenship relinquishment or residency termination,
unless the former citizen or former long-term resident: (1) establishes that his or her average
annual net income tax liability for the five preceding years does not exceed $124,000 (adjusted
for inflation after 2004) and his or her net worth does not exceed $2 million, or alternatively
satisfies limited, objective exceptions for dual citizens and minors who have had no substantial
contact with the United States; and (2) certifies under penalties of perjury that he or she has
complied with al U.S. Federal tax obligations for the preceding five years and provides such
evidence of compliance as the Secretary of the Treasury may require.

The monetary thresholds under the bill replace the present-law inquiry into the taxpayer’s
intent. In addition, the bill eliminates the present-law process of IRS ruling requests.

If aformer citizen exceeds the monetary thresholds, that person is excluded from the
aternative tax regime if he or she falls within the exceptions for certain dual citizens and minors
(provided that the requirement of certification and proof of compliance with Federal tax

1% These proposals reflect recommendations contained in Joint Committee on Taxation,
Review of the Present Law Tax and Immigration Treatment of Relinquishment of Citizenship and
Termination of Long-Term Residency, (JCS-2-03), February 2003.
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obligationsis met). These exceptions provide relief to individuals who have never had
substantial connections with the United States, as measured by certain objective criteria, and
eliminate IRS inquiries as to the subjective intent of such taxpayers.

In order to be excepted from the application of the alternative tax regime under the hill,
whether by reason of falling below the net worth and income tax liability thresholds or
qualifying for the dual-citizen or minor exceptions, the former citizen or former long-term
resident also is required to certify, under penalties of perjury, that he or she has complied with all
U.S. Federal tax obligations for the five years preceding the relinquishment of citizenship or
termination of residency and to provide such documentation as the Secretary of the Treasury may
require evidencing such compliance (e.g., tax returns, proof of tax payments). Until such time,
the individual remains subject to the alternative tax regime. It isintended that the IRS will
continue to verify that the information submitted was accurate, and it is intended that the IRS
will randomly audit such persons to assess compliance.

Termination of U.S. citizenship or long-term resident status for U.S. Federal income tax
pur poses

Under the bill, an individual continuesto be treated as a U.S. citizen or long-term resident
for U.S. Federa tax purposes, including for purposes of section 7701(b)(10), until the individual:
(1) gives notice of an expatriating act or termination of residency (with the requisite intent to
relinquish citizenship or terminate residency) to the Secretary of State or the Secretary of
Homeland Security, respectively; and (2) provides a statement in accordance with section
6039G.

Sanction for individuals subject to the individual tax regime who return to the United
States for extended periods

The alternative tax regime does not apply to any individual for any taxable year during
the 10-year period following citizenship relinguishment or residency termination if such
individual is present in the United States for more than 30 days in the calendar year ending in
such taxable year. Such individual istreated asaU.S. citizen or resident for such taxable year
and therefore is taxed on his or her worldwide income.

Similarly, if an individual subject to the alternative tax regime is present in the United
States for more than 30 days in any calendar year ending during the 10-year period following
citizenship relinquishment or residency termination, and the individual dies during that year, he
or sheistreated asa U.S. resident, and the individual’ s worldwide estate is subject to U.S. estate
tax. Likewise, if anindividual subject to the alternative tax regime is present in the United States
for more than 30 daysin any year during the 10-year period following citizenship relinquishment
or residency termination, the individual is subject to U.S. gift tax on any transfer of hisor her
worldwide assets by gift during that taxable year.

For purposes of these rules, an individual istreated as present in the United States on any

day if suchindividual is physically present in the United States at any time during that day. The
present-law exceptions from being treated as present in the United States for residency
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purposes™ generally do not apply for this purpose. However, for individuals with certain ties to
countries other than the United States' and individuals with minimal prior physical presencein
the United States,'® aday of physical presencein the United States is disregarded if the
individual is performing services in the United States on such day for an unrelated employer
(within the meaning of sections 267 and 707(b)), who meets the requirements the Secretary of
the Treasury may prescribe in regulations. No more than 30 days may be disregarded during any
calendar year under thisrule.

| mposition of gift tax with respect to stock of certain closaly held foreign cor por ations

Gifts of stock of certain closely-held foreign corporations by aformer citizen or former
long-term resident who is subject to the alternative tax regime are subject to gift tax under this
bill, if the gift is made within the 10-year period after citizenship relinquishment or residency
termination. The gift tax rule appliesif: (1) the former citizen or former long-term resident,
before making the gift, directly or indirectly owns 10 percent or more of the total combined
voting power of all classes of stock entitled to vote of the foreign corporation; and (2) directly or
indirectly, is considered to own more than 50 percent of (a) the total combined voting power of
all classes of stock entitled to vote in the foreign corporation, or (b) the total value of the stock of
such corporation. If this stock ownership test is met, then taxable gifts of the former citizen or
former long-term resident include that proportion of the fair market value of the foreign stock
transferred by the individual, at the time of the gift, which the fair market value of any assets
owned by such foreign corporation and situated in the United States (at the time of the gift) bears
to the total fair market value of all assets owned by such foreign corporation (at the time of the

gift).

This gift tax rule applies to aformer citizen or former long-term resident who is subject to
the alternative tax regime and who owns stock in aforeign corporation at the time of the gift,
regardless of how such stock was acquired (e.g., whether issued originally to the donor,
purchased, or received as a gift or bequest).

¥ Secs. 7701(b)(3)(D), 7701(b)(5) and 7701(b)(7)(B)-(D).

% Anindividua has such arelationship to aforeign country if the individual becomes a
citizen or resident of the country in which (1) the individual becomes fully liable for income tax
or (2) the individual was born, such individual’s spouse was born, or either of theindividual’s
parents was born.

1% Anindividua hasaminimal prior physical presencein the United States if the
individual was physically present for no more than 30 days during each year in the ten-year
period ending on the date of loss of United States citizenship or termination of residency.
However, an individual is not treated as being present in the United States on aday if (1) the
individual is ateacher or trainee, a student, a professional athlete in certain circumstances, or a
foreign government-related individual or (2) the individual remained in the United States
because of amedical condition that arose while the individual wasin the United States. Sec.
7701(b)(3)(D)(ii).

145



Annual return

The bill requires former citizens and former long-term residents to file an annual return
for each year following citizenship relinquishment or residency termination in which they are
subject to the alternative tax regime. The annual return is required even if no U.S. Federal
income tax isdue. The annual return requires certain information, including information on the
permanent home of the individual, the individual’ s country of residence, the number of days the
individual was present in the United States for the year, and detailed information about the
individual’ sincome and assets that are subject to the aternative tax regime. This requirement
includes information relating to foreign stock potentially subject to the special estate tax rule of
section 2107(b) and the gift tax rules of this bill.

If the individual failsto file the statement in atimely manner or fails correctly to include
all the required information, the individual is required to pay a penalty of $5,000. The $5,000
penalty does not apply if it is shown that the failure is due to reasonable cause and not to willful
neglect.

Effective Date

The proposal appliesto individuals who relinquish citizenship or terminate long-term
residency after June 3, 2004.

5. Reporting of taxable mergers and acquisitions
Present L aw

Under section 6045 and the regulations thereunder, brokers (defined to include stock
transfer agents) are required to make information returns and to provide corresponding payee
statements as to sales made on behalf of their customers, subject to the penalty provisions of
sections 6721-6724. Under the regulations issued under section 6045, this requirement generally
does not apply with respect to taxable transactions other than exchanges for cash (e.g., stock
inversion transactions taxable to sharehol ders by reason of section 367(a)).

Description of Proposal

Under the bill, if gain or lossis recognized in whole or in part by shareholders of a
corporation by reason of a second corporation’s acquisition of the stock or assets of the first
corporation, then the acquiring corporation (or the acquired corporation, if so prescribed by the
Treasury Secretary) isrequired to make areturn containing:

(1) A description of the transaction;

2 The name and address of each shareholder of the acquired corporation that
recognizes gain as aresult of the transaction (or would recognize gain, if there
was a built-in gain on the shareholder’ s shares);

3 The amount of money and the value of stock or other consideration paid to each
shareholder described above; and
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4 Such other information as the Treasury Secretary may prescribe.

Alternatively, a stock transfer agent who records transfers of stock in such transaction
may make the return described above in lieu of the second corporation.

In addition, every person required to make a return described above is required to furnish
to each shareholder (or the shareholder’s nominee') whose name is required to be set forth in
such return awritten statement showing:

D The name, address, and phone number of the information contact of the person
required to make such return;

2 The information required to be shown on that return; and
(©)) Such other information as the Treasury Secretary may prescribe.

This written statement is required to be furnished to the shareholder on or before January
31 of the year following the calendar year during which the transaction occurred.

The present-law penalties for failure to comply with information reporting requirements
are extended to failures to comply with the requirements set forth under this bill.

Effective Date

The proposal is effective for acquisitions after the date of enactment.
6. Studies
Present L aw

Due to the variation in tax rates and tax systems among countries, a multinational
enterprise, whether U.S.-based or foreign-based, may have an incentive to shift income,
deductions, or tax creditsin order to arrive at areduced overall tax burden. Such a shifting of
items could be accomplished by establishing artificial, non-arm’ s-length prices for transacti ons
between group members.

Under section 482, the Secretary of the Treasury is authorized to reallocate income,
deductions, or credits between or among two or more organizations, trades, or businesses under
common control if he determines that such areallocation is necessary to prevent tax evasion or to
clearly reflect income. Treasury regulations adopt the arm's-length standard as the standard for
determining whether such reallocations are appropriate. Thus, the regulations provide rulesto
identify the respective amounts of taxable income of the related parties that would have resulted
if the parties had been uncontrolled parties dealing at arm's length. Transactionsinvolving
intangible property and certain services may present particular challenges to the administration

97 In the case of a nominee, the nominee must furnish the information to the shareholder
in the manner prescribed by the Secretary of the Treasury.
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of the arm’ s-length standard, because the nature of these transactions may make it difficult or
impossible to compare them with third-party transactions.

In addition to the statutory rules governing the taxation of foreign income of U.S. persons
and U.S. income of foreign persons, bilateral income tax treaties limit the amount of income tax
that may be imposed by one treaty partner on residents of the other treaty partner. For example,
treaties often reduce or eliminate withholding taxes imposed by atreaty country on certain types
of income (e.g., dividends, interest and royalties) paid to residents of the other treaty country.
Treaties also contain provisions governing the creditability of taxes imposed by the treaty
country in which income was earned in computing the amount of tax owed to the other country
by its residents with respect to such income. Treaties further provide procedures under which
inconsistent positions taken by the treaty countries with respect to a single item of income or
deduction may be mutually resolved by the two countries.

Description of Proposal

The bill requires the Secretary of the Treasury to conduct and submit to the Congress
three studies. The first study will examine the effectiveness of the transfer pricing rules of
section 482, with an emphasis on transactions involving intangible property. The second study
will examine income tax treaties to which the United States is a party, with aview toward
identifying any inappropriate reductions in withholding tax or opportunities for abuse that may
exist. Thethird study will examine the impact of the provision of this bill on inversion
transactions.

Effective Date

The tax treaty study required under the proposal is due no later than June 30, 2005. The
transfer pricing study required under the proposal is due no later than June 30, 2005. The
inversions study required under the proposal is due no later than December 31, 2005.
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B. Taxpayer-Related Proposals
1. Penalty for failing to disclose reportable transactions
Present L aw

Regulations under section 6011 require ataxpayer to disclose with itstax return certain
information with respect to each “reportable transaction” in which the taxpayer participates.’®

There are six categories of reportable transactions. Thefirst category is any transaction
that is the same as (or substantially similar to)'® atransaction that is specified by the Treasury
Department as a tax avoidance transaction whose tax benefits are subject to disallowance under
present law (referred to as a“listed transaction”).”®

The second category is any transaction that is offered under conditions of confidentiality.
In general, atransaction is considered to be offered to ataxpayer under conditions of
confidentiality if the advisor who is paid a minimum fee places alimitation on disclosure by the
taxpayer of the tax treatment or tax structure of the transaction and the limitation on disclosure
protects tzhocle confidentiality of that advisor's tax strategies (irrespective if such terms are legally
binding).

The third category of reportable transactions is any transaction for which (1) the taxpayer
has the right to afull or partial refund of feesif the intended tax consequences from the
transaction are not sustained or, (2) the fees are contingent on the intended tax consequences
from the transaction being sustained.*?

The fourth category of reportable transactions relates to any transaction resulting in a
taxpayer claiming aloss (under section 165) of at least (1) $10 million in any single year or $20

% On February 27, 2003, the Treasury Department and the IRS released final
regulations regarding the disclosure of reportable transactions. In general, the regulations are
effective for transactions entered into on or after February 28, 2003.

The discussion of present law refers to the new regulations. The rules that apply with
respect to transactions entered into on or before February 28, 2003, are contained in Treas. Reg.
sec. 1.6011-4T in effect on the date the transaction was entered into.

% The regulations clarify that the term “substantially similar” includes any transaction
that is expected to obtain the same or similar types of tax consequences and that is either
factually similar or based on the same or similar tax strategy. Further, the term must be broadly
construed in favor of disclosure. Treas. Reg. sec. 1-6011-4(c)(4).

20 Treas. Reg. sec. 1.6011-4(b)(2).
2 Treas. Reg. sec. 1.6011-4(b)(3).

22 Treas. Reg. sec. 1.6011-4(b)(4).
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million in any combination of years by a corporate taxpayer or a partnership with only corporate
partners; (2) $2 million in any single year or $4 million in any combination of years by all other
partnerships, S corporations, trusts, and individuals; or (3) $50,000 in any single year for
individuals or trustsif the loss arises with respect to foreign currency translation |osses.

The fifth category of reportable transactions refers to any transaction done by certain
taxpayers™ in which the tax treatment of the transaction differs (or is expected to differ) by
more than $10 million from its treatment for book purposes (using generally accepted accounting
principles) in any year.”®

The final category of reportable transactions is any transaction that resultsin atax credit
exceeding $250,000 (including a foreign tax credit) if the taxpayer holds the underlying asset for
less than 45 days.?®

Under present law, there is no specific penalty for failing to disclose areportable
transaction; however, such afailure can jeopardize ataxpayer’s ability to claim that any income
tax understatement attributable to such undisclosed transaction is due to reasonable cause, and
that the taxpayer acted in good faith. %’

Description of Proposal

In general

The proposal creates a new penalty for any person who fails to include with any return or
statement any required information with respect to a reportable transaction. The new penalty
applies without regard to whether the transaction ultimately results in an understatement of tax,
and appliesin addition to any accuracy-related penalty that may be imposed.

%8 Treas. Reg. sec. 1.6011-4(b)(5). Rev. Proc. 2003-24, 2003-11 |.R.B. 599, exempts
certain types of losses from this reportable transaction category.

2 The significant book-tax category applies only to taxpayers that are reporting
companies under the Securities Exchange Act of 1934 or business entities that have $250 million
Or more in gross assets.

2% Treas. Reg. sec. 1.6011-4(b)(6). Rev. Proc. 2003-25, 2003-11 |.R.B. 601, exempts
certain types of transactions from this reportabl e transaction category.

2% Treas. Reg. sec. 1.6011-4(b)(7).

27 Section 6664(c) provides that a taxpayer can avoid the imposition of a section 6662
accuracy-related penalty in cases where the taxpayer can demonstrate that there was reasonable
cause for the underpayment and that the taxpayer acted in good faith. Regulations under sections
6662 and 6664 provide that ataxpayer’ s failure to disclose areportable transaction is a strong
indication that the taxpayer failed to act in good faith, which would bar relief under section
6664(c).
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Transactions to be disclosed

The proposal does not define the terms “listed transaction” *® or “reportable transaction,”

nor does the proposal explain the type of information that must be disclosed in order to avoid the
imposition of a penalty. Rather, the proposal authorizes the Treasury Department to define a
“listed transaction” and a * reportabl e transaction” under section 6011.

Penalty rate

The penalty for failing to disclose a reportable transaction is $10,000 in the case of a
natural person and $50,000 in any other case. The amount is increased to $100,000 and
$200,000, respectively, if the failure is with respect to alisted transaction. The penalty cannot be
waived with respect to alisted transaction. Asto reportable transactions, the penalty can be
rescinded (or abated) only if rescinding the penalty would promote compliance with the tax laws
and effective tax administration. The authority to rescind the penalty can only be exercised by
the IRS Commissioner personally. Thus, arevenue agent, an Appeals officer, or any other IRS
personnel cannot rescind the penalty. The decision to rescind a penalty must be accompanied by
arecord describing the facts and reasons for the action and the amount rescinded. There will be
no taxpayer right to appeal arefusal to rescind a penalty. The IRS also isrequired to submit an
annual report to Congress summarizing the application of the disclosure penalties and providing
adescription of each penalty rescinded under this provision and the reasons for the rescission.

Effective Date

The proposal is effective for returns and statements the due date for which is after the
date of enactment.

2. Modifications to the accur acy-related penalties for listed transactions and reportable
transactions having a significant tax avoidance pur pose

Present L aw

The accuracy-related penalty applies to the portion of any underpayment that is
attributable to (1) negligence, (2) any substantial understatement of income tax, (3) any
substantial valuation misstatement, (4) any substantial overstatement of pension liabilities, or (5)
any substantial estate or gift tax valuation understatement. If the correct income tax liability
exceeds that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000
($10,000 in the case of corporations), then a substantial understatement exists and a penalty may

2% The provision states that, except as provided in regulations, a listed transaction means
areportable transaction, which is the same as, or substantially similar to, atransaction
specifically identified by the Secretary as atax avoidance transaction for purposes of section
6011. For this purpose, it is expected that the definition of “substantially similar” will be the
definition used in Treas. Reg. sec. 1.6011-4(c)(4). However, the Secretary may modify this
definition (as well as the definitions of “listed transaction” and “reportabl e transactions”) as

appropriate.
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be imposed equal to 20 percent of the underpayment of tax attributable to the understatement. ®
The amount of any understatement generally is reduced by any portion attributable to an item if
(2) the treatment of the item is supported by substantial authority, or (2) facts relevant to the tax
treatment of the item were adequately disclosed and there was a reasonable basis for its tax
treatment. “°

Special rules apply with respect to tax shelters.?* For understatements by non-corporate
taxpayers attributable to tax shelters, the penalty may be avoided only if the taxpayer establishes
that, inaddition to having substantial authority for the position, the taxpayer reasonably believed
that the treatment claimed was more likely than not the proper treatment of the item. This
reduction in the penalty is unavailable to corporate tax shelters.

The understatement penalty generaly is abated (even with respect to tax shelters) in cases
in which the taxpayer can demonstrate that there was “ reasonable cause” for the underpayment
and that the taxpayer acted in good faith.?? The relevant regulations provide that reasonable
cause exists where the taxpayer “reasonably relies in good faith on an opinion based on a
professional tax advisor’s anaysis of the pertinent facts and authorities [that] . . . unambiguously
concludes that there is a greater than 50-percent likelihood that the tax treatment of the item will
be upheld if challenged” by the IRS.*

Description of Proposal

In general

The proposal modifies the present-law accuracy related penalty by replacing the rules
applicable to tax shelters with a new accuracy-related penalty that applies to listed transactions
and reportable transactions with a significant tax avoidance purpose (hereinafter referred to asa
“reportable avoidance transaction”).?* The penalty rate and defenses available to avoid the
penalty vary depending on whether the transaction was adequately disclosed.

Disclosed transactions

In general, a 20-percent accuracy-related penalty isimposed on any understatement
attributable to an adequately disclosed listed transaction or reportable avoidance transaction.

*® Sec. 6662.

20 sec. 6662(d)(2)(B).

21 Sec. 6662(d)(2)(C).

212 Sec. 6664(C).

3 Treas. Reg. sec. 1.6662-4(g)(4)(i)(B); Treas. Reg. sec. 1.6664-4(c).

2 The terms “reportable transaction” and “listed transaction” have the same meanings
as used for purposes of the penalty for failing to disclose reportable transactions.
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The only exception to the penalty isif the taxpayer satisfies a more stringent reasonable cause
and good faith exception (hereinafter referred to as the “ strengthened reasonable cause
exception™), which is described below. The strengthened reasonable cause exception is available
only if the relevant facts affecting the tax treatment are adequately disclosed, thereis or was
substantial authority for the claimed tax treatment, and the taxpayer reasonably believed that the
claimed tax treatment was more likely than not the proper treatment.

Undisclosed transactions

If the taxpayer does not adequately disclose the transaction, the strengthened reasonable
cause exception is not available (i.e., astrict-liability penalty applies), and the taxpayer is subject
to an increased penalty rate equal to 30 percent of the understatement.

Deter mination of the under statement amount

The penalty is applied to the amount of any understatement attributable to the listed or
reportabl e avoidance transaction without regard to other items on the tax return. For purposes of
the proposal, the amount of the understatement is determined as the sum of (1) the product of the
highest corporate or individual tax rate (as appropriate) and the increase in taxable income
resulting from the difference between the taxpayer’ s treatment of the item and the proper
treatment of the item (without regard to other items on the tax return) #°, and (2) the amount of
any decrease in the aggregate amount of credits which results from a difference between the
taxpayer’ s treatment of an item and the proper tax treatment of such item.

Except as provided in regulations, ataxpayer’s treatment of an item shall not take into
account any amendment or supplement to areturn if the amendment or supplement isfiled after
the earlier of when the taxpayer isfirst contacted regarding an examination of the return or such
other date as specified by the Secretary.

Strengthened r easonable cause exception

A penalty is not imposed under the proposal with respect to any portion of an
understatement if it shown that there was reasonable cause for such portion and the taxpayer
acted in good faith. Such a showing requires (1) adequate disclosure of the facts affecting the
transaction in accordance with the regulations under section 6011,%° (2) that thereis or was
substantial authority for such treatment, and (3) that the taxpayer reasonably believed that such
treatment was more likely than not the proper treatment. For this purpose, a taxpayer will be
treated as having a reasonable belief with respect to the tax treatment of an item only if such
belief (1) is based on the facts and law that exist at the time the tax return (that includes the item)

25 For this purpose, any reduction in the excess of deductions allowed for the taxable
year over gross income for such year, and any reduction in the amount of capital losses which
would (without regard to sec. 1211) be allowed for such year, shall be treated as an increase in
taxable income.

215 See the previous discussion regarding the penalty for failing to disclose a reportable
transaction.
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isfiled, and (2) relates solely to the taxpayer’ s chances of success on the merits and does not take
into account the possibility that (a) areturn will not be audited, (b) the treatment will not be
raised on audit, or (c) the treatment will be resolved through settlement if raised.

A taxpayer may (but is not required to) rely on an opinion of atax advisor in establishing
its reasonable belief with respect to the tax treatment of the item. However, ataxpayer may not
rely on an opinion of atax advisor for this purpose if the opinion (1) is provided by a
“disqualified tax advisor,” or (2) isa“disqualified opinion.”

Disgualified tax advisor

A disqualified tax advisor is any advisor who (1) is amaterial advisor®’ and who
participates in the organization, management, promotion or sale of the transaction or is related
(within the meaning of section 267(b) or 707(b)(1)) to any person who so participates, (2) is
compensated directly or indirectly®® by a material advisor with respect to the transaction, (3) has
afee arrangement with respect to the transaction that is contingent on al or part of the intended
tax benefits from the transaction being sustained, or (4) as determined under regulations
prescribed by the Secretary, has a disqualifying financia interest with respect to the transaction.

Organization, management, promotion or sale of a transaction-A material advisor is
considered as participating in the “organization” of atransaction if the advisor performs acts
relating to the development of the transaction. This may include, for example, preparing
documents (1) establishing a structure used in connection with the transaction (such as a
partnership agreement), (2) describing the transaction (such as an offering memorandum or other
statement describing the transaction), or (3) relating to the registration of the transaction with any
federal, state or local government body.?” Participation in the “management” of atransaction

27 The term “material advisor” (defined below in connection with the new information
filing requirements for material advisors) means any person who provides any material aid,
assistance, or advice with respect to organizing, managing, promoting, selling, implementing, or
carrying out any reportable transaction, and who derives gross income in excess of $50,000 in
the case of areportable transaction substantially all of the tax benefits from which are provided
to natural persons ($250,000 in any other case).

218 This situation could arise, for example, when an advisor has an arrangement or
understanding (oral or written) with an organizer, manager, or promoter of areportable
transaction that such party will recommend or refer potential participants to the advisor for an
opinion regarding the tax treatment of the transaction.

29 An advisor should not be treated as participating in the organization of atransaction if
the advisor’ s only involvement with respect to the organization of the transaction is the rendering
of an opinion regarding the tax consequences of such transaction. However, such an advisor
may be a“disqualified tax advisor” with respect to the transaction if the advisor participatesin
the management, promotion or sale of the transaction (or if the advisor is compensated by a
material advisor, has a fee arrangement that is contingent on the tax benefits of the transaction, or
as determined by the Secretary, has a continuing financial interest with respect to the
transaction).
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means involvement in the decision-making process regarding any business activity with respect
to the transaction. Participation in the “promotion or sale” of a transaction means involvement in
the marketing or solicitation of the transaction to others. Thus, an advisor who provides
information about the transaction to a potential participant isinvolved in the promotion or sale of
atransaction, as is any advisor who recommends the transaction to a potential participant.

Disgualified opinion

An opinion may not be relied upon if the opinion (1) is based on unreasonable factual or
legal assumptions (including assumptions as to future events), (2) unreasonably relies upon
representations, statements, finding or agreements of the taxpayer or any other person, (3) does
not identify and consider al relevant facts, or (4) fails to meet any other requirement prescribed
by the Secretary.

Coordination with other penalties

Any understatement upon which a penalty is imposed under this proposal is not subject to
the accuracy-related penalty under section 6662. However, such understatement is included for
purposes of determining whether any understatement (as defined in sec. 6662(d)(2)) isa
substantial understatement as defined under section 6662(d)(1).

The penalty imposed under this provision shall not apply to any portion of an
understatement to which afraud penalty is applied under section 6663.

Effective Date

The proposal is effective for taxable years ending after the date of enactment.
3. Tax shelter exception to confidentiality privilegesrelating to taxpayer communications
Present L aw

In general, acommon law privilege of confidentiality exists for communications between
an attorney and client with respect to the legal advice the attorney givesthe client. The Code
provides that, with respect to tax advice, the same common law protections of confidentiality that
apply to acommunication between ataxpayer and an attorney also apply to a communication
between ataxpayer and a federally authorized tax practitioner to the extent the communication
would be considered a privileged communication if it were between a taxpayer and an attorney.
Thisrule isinapplicable to communications regarding corporate tax shelters.

Description of Proposal

The proposal modifies the rule relating to corporate tax shelters by making it applicable
to all tax shelters, whether entered into by corporations, individuals, partnerships, tax-exempt
entities, or any other entity. Accordingly, communications with respect to tax shelters are not
subject to the confidentiality provision of the Code that otherwise applies to a communication
between ataxpayer and afederally authorized tax practitioner.
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Effective Date

The proposal is effective with respect to communications made on or after the date of
enactment.

4. Statute of limitations for unreported listed transactions
Present L aw

In general, the Code requires that taxes be assessed within three years™ after the date a
return isfiled.? If there has been a substantial omission of items of grossincome that total
more than 25 percent of the amount of gross income shown on the return, the period during
which an assessment must be made is extended to six years.?? If an assessment is not made
within the required time periods, the tax generally cannot be assessed or collected at any future
time. Tax may be assessed at any time if the taxpayer files afalse or fraudulent return with the
intent to evade tax or if the taxpayer does not file atax return at all.”

Description of Proposal

The proposal extends the statute of limitations with respect to alisted transaction if a
taxpayer failsto include on any return or statement for any taxable year any information with
respect to alisted transaction® which is required to be included (under section 6011) with such
return or statement. The statute of limitations with respect to such a transaction will not expire
before the date which is one year after the earlier of (1) the date on which the Secretary is
furnished the information so required, or (2) the date that a material advisor (as defined in 6111)
satisfies the list maintenance requirements (as defined by section 6112) with respect to arequest
by the Secretary. For example, if ataxpayer engaged in atransaction in 2005 that becomes a
listed transaction in 2007 and the taxpayer fails to disclose such transaction in the manner
required by Treasury regulations, then the transaction is subject extended statute of limitations.?

0 Sec. 6501(a).

2L For this purpose, areturn that is filed before the date on which it is due is considered
to be filed on the required due date (sec. 6501(b)(1)).

22 Sec, 6501(e).
3 Sec. 6501(c).

24 The term “listed transaction” has the same meaning as described in a previous
provision regarding the penalty for failure to disclose reportable transactions.

2 | the Treasury Department lists a transaction in ayear subsequent to the year in
which ataxpayer entered into such transaction and the taxpayer’ s tax return for the year the
transaction was entered into is closed by the statute of limitations prior to the date the transaction
became alisted transaction, this proposal does not re-open the statute of limitations with respect
to such transaction for such year. However, if the purported tax benefits of the transaction are
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Effective Date

The proposal is effective for taxable years with respect to which the period for assessing
adeficiency did not expire before date of enactment.

5. Disclosure of reportable transactions by material advisors
Present L aw

Registration of tax shelter arrangements

An organizer of atax shelter isrequired to register the shelter with the Secretary not later
than the day on which the shelter is first offered for sale?® A “tax shelter” means any
investment with respect to which the tax shelter ratio®’ for any investor as of the close of any of
thefirst five years ending after the investment is offered for sale may be greater than two to one
and whichis: (1) required to be registered under Federal or State securities laws, (2) sold
pursuant to an exemption from registration requiring the filing of a notice with a Federal or State
securities agency, or (3) asubstantial investment (greater than $250,000 and involving at least
five investors).”®

Other promoted arrangements are treated as tax shelters for purposes of the registration
requirement if: (1) asignificant purpose of the arrangement is the avoidance or evasion of
Federal income tax by a corporate participant; (2) the arrangement is offered under conditions of
confidentiality; and (3) the promoter may receive fees in excess of $100,000 in the aggregate. *®

In general, atransaction has a“ significant purpose of avoiding or evading Federal income
tax” if the transaction: (1) is the same as or substantially similar to a“listed transaction,”*® or
(2) is structured to produce tax benefits that constitute an important part of the intended results of

the arrangement and the promoter reasonably expects to present the arrangement to more than

recognized over multiple tax years, the proposal’ s extension of the statute of limitations shall
apply to such tax benefitsin any subsequent tax year in which the statute of limitations had not
closed prior to the date the transaction became a listed transaction.

% Sec. 6111(a).

27 Thetax shelter ratio is, with respect to any year, the ratio that the aggregate amount of
the deductions and 350 percent of the credits, which are represented to be potentially allowable
to any investor, bears to the investment base (money plus basis of assets contributed) as of the
close of the tax year.

8 Sec. 6111(c).
29 Sec. 6111(d).

20 Treas. Reg. sec. 301.6111-2(b)(2).
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one taxpayer.= Certain exceptions are provided with respect to the second category of
transactions.*

An arrangement is offered under conditions of confidentiality if: (1) an offeree hasan
understanding or agreement to limit the disclosure of the transaction or any significant tax
features of the transaction; or (2) the promoter knows, or has reason to know, that the offeree’s
use or disclosure of information relating to the transaction is limited in any other manner.?

Failuretoregister tax shelter

The penalty for failing to timely register atax shelter (or for filing false or incomplete
information with respect to the tax shelter registration) generally isthe greater of one percent of
the aggregate amount invested in the shelter or $500.2* However, if the tax shelter involves an
arrangement offered to a corporation under conditions of confidentiality, the penalty isthe
greater of $10,000 or 50 percent of the fees payable to any promoter with respect to offerings
prior to the date of late registration. Intentional disregard of the requirement to register increases
the penalty to 75 percent of the applicable fees.

Section 6707 aso imposes (1) a $100 penalty on the promoter for each failure to furnish
the investor with the required tax shelter identification number, and (2) a $250 penalty on the
investor for each failure to include the tax shelter identification number on areturn.

Description of Proposal

Disclosur e of reportable transactions by material advisors

The proposal repeals the present law rules with respect to registration of tax shelters.
Instead, the proposal requires each material advisor with respect to any reportabl e transaction
(including any listed transaction) * to timely file an information return with the Secretary (in
such form and manner as the Secretary may prescribe). The return must be filed on such date as
specified by the Secretary.

#L Treas. Reg. sec. 301.6111-2(b)(3).
%2 Treas. Reg. sec. 301.6111-2(b)(4).

2% The regulations provide that the determination of whether an arrangement is offered
under conditions of confidentiality is based on all the facts and circumstances surrounding the
offer. If an offeree’ s disclosure of the structure or tax aspects of the transaction are limited in
any way by an express or implied understanding or agreement with or for the benefit of atax
shelter promoter, an offer is considered made under conditions of confidentiality, whether or not
such understanding or agreement islegally binding. Treas. Reg. sec. 301.6111-2(c)(1).

24 gec. 6707.

%5 Theterms “reportable transaction” and “listed transaction” have the same meaning as
previously described in connection with the taxpayer-related provisions.
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The information return will include (1) information identifying and describing the
transaction, (2) information describing any potential tax benefits expected to result from the
transaction, and (3) such other information as the Secretary may prescribe. It is expected that the
Secretary may seek from the material advisor the same type of information that the Secretary
may request from a taxpayer in connection with a reportable transaction. >

A “material advisor” means any person (1) who provides material aid, assistance, or
advice with respect to organizing, managing, promoting, selling, implementing, or carrying out
any reportable transaction, and (2) who directly or indirectly derives gross income in excess of
$250,000 ($50,000 in the case of areportable transaction substantially all of the tax benefits from
which are provided to natural persons) or such other amount as may be prescribed by the
Secretary for such advice or assistance.

The Secretary may prescribe regulations which provide (1) that only one material advisor
hasto file an information return in cases in which two or more material advisors would otherwise
be required to file information returns with respect to a particular reportable transaction, (2)
exemptions from the requirements of this section, and (3) other rules as may be necessary or
appropriate to carry out the purposes of this section (including, for example, rules regarding the
aggregation of feesin appropriate circumstances).

Penalty for failing to fur nish information regarding r eportable tr ansactions

The proposal repeals the present-law penalty for failure to register tax shelters. Instead,
the proposal imposes a penalty on any material advisor who fails to file an information return, or
who files afalse or incomplete information return, with respect to a reportable transaction
(including alisted transaction).?’ The amount of the penalty is $50,000. If the penalty iswith
respect to alisted transaction, the amount of the penalty isincreased to the greater of (1)
$200,000, or (2) 50 percent of the gross income of such person with respect to aid, assistance, or
advice which is provided with respect to the transaction before the date the information return
that includes the transaction isfiled. Intentional disregard by a materia advisor of the
requirement to disclose a listed transaction increases the penalty to 75 percent of the gross
income.

The penalty cannot be waived with respect to a listed transaction. Asto reportable
transactions, the penalty can be rescinded (or abated) only in exceptional circumstances.”® All
or part of the penalty may be rescinded only if rescinding the penalty would promote compliance
with the tax laws and effective tax administration. The authority to rescind the penalty can only

2% See the previous discussion regarding the disclosure requirements under new section
6707A.

#7 The terms “reportable transaction” and “listed transaction” have the same meaning as
previously described in connection with the taxpayer-related provisions.

%8 The Secretary’ s present-law authority to postpone certain tax-related deadlines
because of Presidentially-declared disasters (sec. 7508A) will al'so encompass the authority to
postpone the reporting deadlines established by the provision.
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be exercised by the Commissioner personally. Thus, arevenue agent, an Appeals officer, or
other IRS personnel cannot rescind the penalty. The decision to rescind a penalty must be
accompanied by arecord describing the facts and reasons for the action and the amount
rescinded. There will be no right to appeal arefusal to rescind apenalty. ThelRSalsois
required to submit an annual report to Congress summarizing the application of the disclosure
penalties and providing a description of each penalty rescinded under this provision and the
reasons for the rescission.

Effective Date

The proposal requiring disclosure of reportable transactions by material advisors applies
to transactions with respect to which material aid, assistance or advice is provided after the date
of enactment.

The proposa imposing a penalty for failing to disclose reportabl e transactions applies to
returns the due date for which is after the date of enactment.

6. Investor lists and modification of penalty for failureto maintain investor lists
Present L aw
|nvestor lists

Any organizer or seller of a potentially abusive tax shelter must maintain alist identifying
each person who was sold an interest in any such tax shelter with respect to which registration
was required under section 6111 (even though the particular party may not have been subject to
confidentiality restrictions).”® Recently issued regulations under section 6112 contain rules
regarding the list maintenance requirements. #° In general, the regulations apply to transactions
that are potentially abusive tax shelters entered into, or acquired after, February 28, 2003.%*

The regulations provide that a person is an organizer or seller of apotentially abusive tax
shelter if the person is a material advisor with respect to that transaction.” A material advisor is
defined any person who is required to register the transaction under section 6111, or expects to
receive aminimum fee of (1) $250,000 for atransaction that is a potentially abusive tax shelter if
all participants are corporations, or (2) $50,000 for any other transaction that is a potentially

29 Sec. 6112.
0 Treas. Reg. sec. 301.6112-1.

21 A specia rule applies the list maintenance requirements to transactions entered into
after February 28, 2000 if the transaction becomes a listed transaction (as defined in Treas. Reg.
1.6011-4) after February 28, 2003.

#2 Treas. Reg. sec. 301.6112-1(c)(1).
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abusive tax shelter.**® For listed transactions (as defined in the regul ations under section 6011),
the minimum fees are reduced to $25,000 and $10,000, respectively.

A potentially abusive tax shelter is any transaction that (1) is required to be registered
under section 6111, (2) isalisted transaction (as defined under the regulations under section
6011), or (3) any transaction that a potential material advisor, at the time the transaction is
entered into, knows is or reasonably expects will become a reportabl e transaction (as defined
under the new regulations under section 6011).**

The Secretary is required to prescribe regulations which provide that, in cases in which
two or more persons are required to maintain the same list, only one person would be required to
maintain the list.?*

Penalty for failing to maintain investor lists

Under section 6708, the penalty for failing to maintain the list required under section
6112 is $50 for each name omitted from the list (with a maximum penalty of $100,000 per year).

Description of Proposal

Investor lists

Each material advisor® with respect to areportable transaction (including a listed
transaction)®’ is required to maintain alist that (1) identifies each person with respect to whom
the advisor acted as a material advisor with respect to the reportable transaction, and (2) contains
other information as may be required by the Secretary. In addition, the proposal authorizes (but
does not require) the Secretary to prescribe regulations which provide that, in cases in which two
or more persons are required to maintain the same list, only one person would be required to
maintain the list.

The proposal aso clarifies that, for purposes of section 6112, the identity of any personis
not privileged for any purpose, such as either under the common law attorney-client privilege or
under the section 7525 federally authorized tax practitioner rules.

3 Treas. Reg. sec. 301.6112-1(c)(2) and (3).
2 Treas. Reg. sec. 301.6112-1(b).
5 Sec. 6112(c)(2).

2% The term “material advisor” has the same meaning as when used in connection with
the requirement to file an information return under section 6111.

" The terms “reportable transaction” and “listed transaction” have the same meaning as
previously described in connection with the taxpayer-related provisions.
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Penalty for failing to maintain investor lists

The proposal modifies the penalty for failing to maintain the required list by making it a
time-sensitive penalty. Thus, amaterial advisor who is required to maintain an investor list and
who fails to make the list available upon written request by the Secretary within 20 business days
after the request will be subject to a $10,000 per day penalty. The penalty appliesto a person
who fails to maintain alist, maintains an incomplete list, or hasin fact maintained a list but does
not make the list available to the Secretary. The penalty can be waived if the failure to make the
list available is due to reasonable cause.®

Effective Date

The proposal requiring a materia advisor to maintain an investor list appliesto
transactions with respect to which material aid, assistance or advice is provided after the date of
enactment.

The proposal imposing a penalty for failing to maintain investor lists applies to requests
made after the date of enactment.

The proposal clarifying that the identity of any person is not privileged for purposes of
section 6112 is effective asif included in the amendments made by section 142 of the Deficit
Reduction Act of 1984.

7. Penalties on promoters of tax shelters
Present L aw

A penalty isimposed on any person who organizes, assists in the organization of, or
participates in the sale of any interest in, a partnership or other entity, any investment plan or
arrangement, or any other plan or arrangement, if in connection with such activity the person
makes or furnishes a qualifying false or fraudulent statement or a gross valuation
overstatement.?® A qualified false or fraudulent statement is any statement with respect to the
allowability of any deduction or credit, the excludability of any income, or the securing of any
other tax benefit by reason of holding an interest in the entity or participating in the plan or
arrangement which the person knows or has reason to know is false or fraudulent as to any
material matter. A “gross valuation overstatement” means any statement as to the value of any
property or servicesif the stated value exceeds 200 percent of the correct valuation, and the
value isdirectly related to the amount of any allowable income tax deduction or credit.

The amount of the penalty is $1,000 (or, if the person establishes that it is less, 100
percent of the grossincome derived or to be derived by the person from such activity). A

8 |n no event will failure to maintain alist be considered reasonable cause for failing to
make alist available to the Secretary.

29 5ac, 6700.
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penalty attributable to a gross val uation misstatement can be waived on a showing that there was
areasonable basis for the valuation and it was made in good faith.

Description of Proposal

The proposal modifies the penalty amount to equal 50 percent of the grossincome
derived by the person from the activity for which the penalty isimposed. The new penalty rate
appliesto any activity that involves a statement regarding the tax benefits of participating in a
plan or arrangement if the person knows or has reason to know that such statement is false or
fraudulent as to any material matter. The enhanced penalty does not apply to a gross valuation
overstatement.

Effective Date

The proposal is effective for activities after the date of enactment.
8. Madificationsto the definition of the substantial under statement
Present L aw

An accuracy-related penalty equal to 20 percent applies to any substantial understatement
of tax. A “substantial understatement” exists if the correct income tax liability for a taxable year
exceeds that reported by the taxpayer by the greater of 10 percent of the correct tax or $5,000
($10,000 in the case of most corporations).”

Description of Proposal

The proposal modifies the definition of “substantial” for corporate taxpayers. Under the
proposal, a corporate taxpayer has a substantial understatement if the amount of the
understatement for the taxable year exceeds the lesser of (1) 10 percent of the tax required to be
shown on the return for the taxable year (or, if greater, $10,000), or (2) $10 million.

Effective Date

The proposal is effective for taxable years beginning after date of enactment.

20 Sec. 6662(a) and (d)(1)(A).
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9. Actionsto enjoin conduct with respect to tax shelters and reportable transactions
Present L aw

The Code authorizes civil action to enjoin any person from promoting abusive tax
shelters or aiding or abetting the understatement of tax liability.**

Description of Proposal

The proposal expands this rule so that injunctions may also be sought with respect to the
requirements relating to the reporting of reportable transactions®” and the keeping of lists of
investors by material advisors®® Thus, under the proposal, an injunction may be sought against
amaterial advisor to enjoin the advisor from (1) failing to file an information return with respect
to areportable transaction, or (2) failing to maintain, or to timely furnish upon written request by
the Secretary, alist of investors with respect to each reportabl e transaction.

Effective Date

The proposal is effective on the day after the date of enactment.
10. Penalty for failuretoreport interestsin foreign financial accounts
Present L aw

The Secretary of the Treasury must require citizens, residents, or persons doing business
in the United States to keep records and file reports when that person makes a transaction or
maintains an account with a foreign financial entity.® In general, individuals must fulfill this
reguirement by answering questions regarding foreign accounts or foreign trusts that are
contained in Part I11 of Schedule B of the IRS Form 1040. Taxpayers who answer “yes’ in
response to the question regarding foreign accounts must then file Treasury Department Form
TD F 90-22.1. This form must be filed with the Department of the Treasury, and not as part of
the tax return that isfiled with the IRS.

The Secretary of the Treasury may impose a civil penalty on any person who willfully
violates this reporting requirement. The civil penalty is the amount of the transaction or the
value of the account, up to a maximum of $100,000; the minimum amount of the penalty is
$25,000.%° In addition, any person who willfully violates this reporting requirement is subject to

»L Sec. 7408.

%2 Sec. 6707, as amended by other provisions of this bill.
23 Sec. 6708, as amended by other provisions of this bill.
» 31U.S.C.5314.

# 31 U.S.C. 5321(a)(5).
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acrimina penalty. The criminal penalty is afine of not more than $250,000 or imprisonment for
not more than five years (or both); if the violation is part of a pattern of illegal activity, the
maximum amount of the fine isincreased to $500,000 and the maximum length of imprisonment
isincreased to 10 years.”®

On April 26, 2002, the Secretary of the Treasury submitted to the Congress a report on
these reporting requirements.® This report, which was statutorily required,” studies methods
for improving compliance with these reporting requirements. It makes several administrative
recommendations, but no legislative recommendations. A further report was required to be
submitted by the Secretary of the Treasury to the Congress by October 26, 2002.

Description of Proposal

The proposal adds an additional civil penalty that may be imposed on any person who
violates this reporting requirement (without regard to willfulness). This new civil penalty is up
to $5,000. The penalty may be waived if any income from the account was properly reported on
the income tax return and there was reasonable cause for the failure to report.

Effective Date

The proposal is effective with respect to failuresto report occurring on or after the date of
enactment.

11. Regulation of individuals practicing before the Department of the Treasury
Present L aw

The Secretary of the Treasury is authorized to regulate the practice of representatives of
persons before the Department of the Treasury.? The Secretary is also authorized to suspend or
disbar from practice before the Department a representative who is incompetent, who is
disreputable, who violates the rules regulating practice before the Department, or who (with
intent to defraud) willfully and knowingly misleads or threatens the person being represented (or
a person who may be represented). The rules promulgated by the Secretary pursuant to this
provision are contained in Circular 230.

2 31 U.S.C. 5322.

»7 A Report to Congressin Accordance with Sec. 361(b) of the Uniting and
Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct
Terrorism Act of 2001, April 26, 2002.

%8 gSec. 361(b) of the USA PATRIOT Act of 2001 (Pub. L. No. 107-56).

29 31 U.S.C. 330.
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Description of Proposal

The proposal makes two modifications to expand the sanctions that the Secretary may
impose pursuant to these statutory provisions. First, the proposal expressly permits censure as a
sanction. Second, the proposal permits the imposition of a monetary penalty as a sanction. If the
representative is acting on behalf of an employer or other entity, the Secretary may impose a
monetary penalty on the employer or other entity if it knew, or reasonably should have known, of
the conduct. This monetary penalty on the employer or other entity may be imposed in addition
to any monetary penalty imposed directly on the representative. These monetary penalties are
not to exceed the gross income derived (or to be derived) from the conduct giving rise to the
penalty. These monetary penalties may bein addition to, or in lieu of, any suspension,
disbarment, or censure of such individual.

The proposal also confirms the present-law authority of the Secretary to impose standards
applicable to written advice with respect to an entity, plan, or arrangement that is of atype that
the Secretary determines as having a potential for tax avoidance or evasion.

Effective Date

The modifications to expand the sanctions that the Secretary may impose are effective for
actions taken after the date of enactment.

12. Treatment of stripped interestsin bond and preferred stock funds
Present L aw

Assignment of incomein gener al

In general, an “income stripping” transaction involves a transaction in which the right to
receive future income from income-producing property is separated from the property itself. In
such transactions, it may be possible to generate artificial losses from the disposition of certain
property or to defer the recognition of taxable income associated with such property.

Common law has developed arule (referred to as the “assignment of income” doctrine)
that income may not be transferred without also transferring the underlying property. A leading
judicial decision relating to the assignment of income doctrine involved a case in which a
taxpayer made a gift of detachable interest coupons before their due date while retaining the
bearer bond. The U.S. Supreme Court ruled that the donor was taxable on the entire amount of
interest when paid to the donee on the grounds that the transferor had “assigned” to the donee the
right to receive the income.

In addition to general common law assignment of income principles, specific statutory
rules have been enacted to address certain specific types of stripping transactions, such as
transactions involving stripped bonds and stripped preferred stock (which are discussed

20 Helvering v. Horst, 311 U.S. 112 (1940).
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below).*" However, there are no specific statutory rules that address stripping transactions with
respect to common stock or other equity interests (other than preferred stock).?*

Stripped bonds

Specia rules are provided with respect to the purchaser and “stripper” of stripped
bonds.?® A “stripped bond” is defined as a debt instrument in which there has been a separation
in ownership between the underlying debt instrument and any interest coupon that has not yet
become payable.® In general, upon the disposition of either the stripped bond or the detached
interest coupons, the retained portion and the portion that is disposed of each is treated as a new
bond that is purchased at a discount and is payable at afixed amount on a future date.
Accordingly, section 1286 treats both the stripped bond and the detached interest coupons as
individual bonds that are newly issued with original issue discount (*OID”) on the date of
disposition. Consequently, section 1286 effectively subjects the stripped bond and the detached
interest coupons to the general OID periodic income inclusion rules.

A taxpayer who purchases a stripped bond or one or more stripped couponsis treated as
holding a new bond that is issued onthe purchase date with OID in an amount that is equal to the
excess of the stated redemption price at maturity (or in the case of a coupon, the amount payable
on the due date) over the ratable share of the purchase price of the stripped bond or coupon,
determined on the basis of the respective fair market values of the stripped bond and coupons on
the purchase date.”® The OID on the stripped bond or coupon isincludible in grossincome
under the general OID periodic income inclusion rules.

A taxpayer who strips a bond and disposes of either the stripped bond or one or more
stripped coupons must alocate his basis, immediately before the disposition, in the bond (with

%L Depending on the facts, the IRS also could determine that a variety of other Code-
based and common law-based authorities could apply to income stripping transactions,
including: (1) sections 269, 382, 446(b), 482, 701, or 704 and the regulations thereunder; (2)
authorities that recharacterize certain assignments or accelerations of future payments as
financings; (3) business purpose, economic substance, and sham transaction doctrines; (4) the
step transaction doctrine; and (5) the substance-over-form doctrine. See Notice 2003-55, 2003-
34 1.R.B. 395, modifying and superseding Notice 95-53, 1995-2 C.B. 334 (accounting for lease
strips and other stripping transactions).

%2 However, in Estate of Sranahan v. Commissioner, 472 F.2d 867 (6th Cir. 1973), the
court held that where a taxpayer sold a carved-out interest of stock dividends, with no personal
obligation to produce the income, the transaction was treated as a sale of an income interest.

%3 Sec. 1286.
% Sec. 1286(e).

2% Sec. 1286(a).
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the coupons attached) between the retained and disposed items.?® Special rules apply to require
that interest or market discount accrued on the bond prior to such disposition must be included in
the taxpayer’ s gross income (to the extent that it had not been previously included in income) at
the time the stripping occurs, and the taxpayer increases his basisin the bond by the amount of
such accrued interest or market discount. The adjusted basis (as increased by any accrued
interest or market discount) is then allocated between the stripped bond and the stripped interest
coupons in relation to their respective fair market values. Amounts realized from the sale of
stripped coupons or bonds constitute income to the taxpayer only to the extent such amounts
exceed the basis allocated to the stripped coupons or bond. With respect to retained items (either
the detached coupons or stripped bond), to the extent that the price payable on maturity, or on the
due date of the coupons, exceeds the portion of the taxpayer’s basis allocable to such retained
items, the difference istreated as OID that is required to be included under the general OID
periodic income inclusion rules.®’

Stripped preferred stock

“Stripped preferred stock” is defined as preferred stock in which there has been a
separation in ownership between such stock and any dividend on such stock that has not become
payable.®® A taxpayer who purchases stripped preferred stock is required to include in gross
income, as ordinary income, the amounts that would have been includible if the stripped
preferred stock was a bond issued on the purchase date with OID equal to the excess of the
redemption price of the stock over the purchase price®® This treatment is extended to any
taxpayer whose basis in the stock is determined by reference to the basis in the hands of the
purchaser. A taxpayer who strips and disposes the future dividends is treated as having
purchased the stripped preferred stock on the date of such disposition for a purchase price equal
to the taxpayer’s adjusted basis in the stripped preferred stock. *°

Description of Proposal

The bill authorizes the Treasury Department to promulgate regulations that, in
appropriate cases, apply rules that are similar to the present-law rules for stripped bonds and
stripped preferred stock to direct or indirect interestsin an entity or account substantially all of
the assets of which consist of bonds (as defined in section 1286(e)(1)), preferred stock (as

2% Sec. 1286(b). Similar rules apply in the case of any person whose basis in any bond
or coupon is determined by reference to the basis in the hands of a person who strips the bond.

%7 Special rules are provided with respect to stripping transactions involving tax-exempt

obligations that treat OID (computed under the stripping rules) in excess of OID computed on
the basis of the bond' s coupon rate (or higher rateif originally issued at a discount) as income
from a non-tax-exempt debt instrument (sec. 1286(d)).

%8 Sec. 305(€)(5).

29 Sec. 305(e)(1).

210 Sec. 305(€)(3).
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defined in section 305(€)(5)(B)), or any combination thereof. This provision applies only to
cases in which the present-law rules for stripped bonds and stripped preferred stock do not
already apply to such interests.

For example, such Treasury regulations could apply to atransaction in which a person
effectively strips future dividends from shares in amoney market mutual fund (and disposes
either the stripped shares or stripped future dividends) by contributing the shares (with the future
dividends) to a custodial account through which another person purchases rights to either the
stripped shares or the stripped future dividends. However, it isintended that Treasury
regulations issued under this provision would not apply to certain transactions involving direct or
indirect interests in an entity or account substantially all the assets of which consist of tax-
exempt obligations (as defined in section 1275(a)(3)), such as a tax-exempt bond partnership
described in Rev. Proc. 2002-68,*"* modifying and superseding Rev. Proc. 2002-16.7

No inference is intended as to the treatment under the present-law rules for stripped
bonds and stripped preferred stock, or under any other provisions or doctrines of present law, of
interests in an entity or account substantially all of the assets of which consist of bonds, preferred
stock, or any combination thereof. The Treasury regulations, when issued, would be applied
prospectively, except in cases to prevent abuse.

Effective Date

The proposal is effective for purchases and dispositions occurring after the date of
enactment.

13. Minimum holding period for foreign tax credit on withholding taxes on income other
than dividends

Present L aw

In general, U.S. persons may credit foreign taxes against U.S. tax on foreign-source
income. The amount of foreign tax credits that may be claimed in ayear is subject to alimitation
that prevents taxpayers from using foreign tax credits to offset U.S. tax on U.S.-source income.
Separate limitations are applied to specific categories of income.

As a consequence of the foreign tax credit limitations of the Code, certain taxpayers are
unable to utilize their creditable foreign taxes to reduce their U.S. tax liability. U.S. taxpayers
that are tax-exempt receive no U.S. tax benefit for foreign taxes paid on income that they
receive.

Present law denies a U.S. shareholder the foreign tax credits normally available with
respect to adividend from a corporation or aregulated investment company (“RIC”) if the
shareholder has not held the stock for more than 15 days (within a 30-day testing period) in the

21t 2002-43 1.R.B. 753.

212 2002-9 1.R.B. 572.
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case of common stock or more than 45 days (within a 90-day testing period) in the case of
preferred stock (sec. 901(k)). The disallowance applies both to foreign tax credits for foreign
withholding taxes that are paid on the dividend where the dividend-paying stock is held for less
than these holding periods, and to indirect foreign tax credits for taxes paid by alower-tier
foreign corporation or a RIC where any of the required stock in the chain of ownershipis held
for less than these holding periods. Periods during which ataxpayer is protected from risk of
loss (e.g., by purchasing a put option or entering into a short sale with respect to the stock)
generdly are not counted toward the holding period requirement. In the case of abonafide
contract to sell stock, a specia rule applies for purposes of indirect foreign tax credits. The
disallowance does not apply to foreign tax credits with respect to certain dividends received by
active dealersin securities. If ataxpayer isdenied foreign tax credits because the applicable
holding period is not satisfied, the taxpayer is entitled to a deduction for the foreign taxes for
which the credit is disallowed.

Description of Proposal

The proposal expands the present-law disallowance of foreign tax credits to include
credits for gross-basis foreign withholding taxes with respect to any item of income or gain from
property if the taxpayer who receives the income or gain has not held the property for more than
15 days (within a 30-day testing period), exclusive of periods during which the taxpayer is
protected from risk of loss. The proposal does not apply to foreign tax credits that are subject to
the present-law disallowance with respect to dividends. The proposal also does not apply to
certain income or gain that is received with respect to property held by active dealers. Rules
similar to the present-law disallowance for foreign tax credits with respect to dividends apply to
foreign tax credits that are subject to the proposal. In addition, the proposal authorizes the
Treasury Department to issue regulations providing that the proposal does not apply in
appropriate cases.

Effective Date

The proposal is effective for amounts that are paid or accrued more than 30 days after the
date of enactment.

14. Disallowance of certain partnership losstransfers
Present L aw

Contributions of property

Under present law, if a partner contributes property to a partnership, generaly no gain or
lossis recognized to the contributing partner at the time of contribution.?”® The partnership takes
the property at an adjusted basis equal to the contributing partner’ s adjusted basisin the
property.” The contributing partner increasesits basis in its partnership interest by the adjusted

218 gec, 721.

214 gec, 723.
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basis of the contributed property.” Any items of partnership income, gain, loss and deduction
with respect to the contributed property are allocated among the partners to take into account any
built-in gain or loss at the time of the contribution.?”® Thisruleisintended to prevent the transfer
of built-in gain or loss from the contributing partner to the other partners by generaly alocating
items to the noncontributing partners based on the value of their contributions and by allocating
to the contributing partner the remainder of each item.?”’

If the contributing partner transfers its partnership interest, the built-in gain or loss will be
allocated to the transferee partner as it would have been allocated to the contributing partner.?”
If the contributing partner’ sinterest is liquidated, there is no specific guidance preventing the
alocation of the built-in loss to the remaining partners. Thus, it appears that losses can be
“transferred” to other partners where the contributing partner no longer remains a partner.

Transfers of partnership interests

Under present law, a partnership does not adjust the basis of partnership property
following the transfer of a partnership interest unless the partnership has made a one-time
election under section 754 to make basis adjustments.?” If an election isin effect, adjustments
are made with respect to the transferee partner to account for the difference between the
transferee partner’ s proportionate share of the adjusted basis of the partnership property and the
transferee’ s basis in its partnership interest.”® These adjustments are intended to adjust the basis
of partnership property to approximate the result of a direct purchase of the property by the
transferee partner. Under theserules, if a partner purchases an interest in a partnership with an
existing built-in loss and no election under section 754 isin effect, the transferee partner may be
allocated a share of the loss when the partnership disposes of the property (or depreciates the

property).

Distributions of partnership property

With certain exceptions, partners may receive distributions of partnership property
without recognition of gain or loss by either the partner or the partnership.?! In the case of a

7P Sec. 722.
2% Sec. 704(c)(1)(A).

27| there is an insufficient amount of an item to allocate to the noncontributing
partners, Treasury regulations allow for curative or remedial allocations to remedy this
insufficiency. Treas. Reg. sec. 1.704-3(c) and (d).

" Treas. Reg. sec. 1.704-3(a)(7).
M Sec. 743(a).

0 Sec, 743(h).

%1 Sec. 731(a) and (b).
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distribution in liquidation of a partner’ s interest, the basis of the property distributed in the
liguidation is equal to the partner’s adjusted basis in its partnership interest (reduced by any
money distributed in the transaction).”® In adistribution other than in liquidation of a partner’s
interest, the distributee partner’ s basis in the distributed property is equal to the partnership’s
adjusted basis in the property immediately before the distribution, but not to exceed the partner’s
adjusted basis in the partnership interest (reduced by any money distributed in the same
transaction).

The determination of the basis of individual properties distributed by a partnership is
dependent on the adjusted basis of the properties in the hands of the partnership.?* If a
partnership interest is transferred to a partner and the partnership has not elected to adjust the
basis of partnership property, a special basis rule provides for the determination of the transferee
partner's basis of properties that are later distributed by the partnership.?® Under thisrule, in
determining the basis of property distributed by a partnership within two years following the
transfer of the partnership interest, the transferee may elect to determine its basis asif the
partnership had adjusted the basis of the distributed property under section 743(b) on the
transfer. The special basis rule also applies to distributed property if, a the time of the transfer,
the fair market value of partnership property other than money exceeds 110 percent of the
partnership's basis in such property and a liquidation of the partnership interest immediately after
the transfer would have resulted in a shift of basisto property subject to an allowance of
depreciation, depletion or amortization. *®

Adjustments to the basis of the partnership’s undistributed properties are not required
unless the partnership has made the election under section 754 to make basis adjustments.®’ [If
an election isin effect under section 754, adjustments are made by a partnership to increase or
decrease the remaining partnership assets to reflect any increase or decrease in the adjusted basis
of the distributed propertiesin the hands of the distributee partner (or gain or loss recognized by
the distributee partner).”® To the extent the adjusted basis of the distributed properties increases
(or lossisrecognized) the partnership’s adjusted basisin its properties is decreased by alike
amount; likewise, to the extent the adjusted basis of the distributed properties decrease (or gainis
recognized), the partnership’s adjusted basisin its properties is increased by alike amount.
Under these rules, a partnership with no election in effect under section 754 may distribute
property with an adjusted basis lower than the distributee partner’ s proportionate share of the

%2 Sec. 732(b).

% Sec. 732(a).

%4 Sec. 732 (a)(1) and (c).

%5 Sec. 732(d).

% Treas. Reg. sec. 1.732-1(d)(4).
%7 Sec. 734(a).

%8 Sec. 734(b).
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adjusted basis of al partnership property and leave the remaining partners with asmaller net
built-in gain or alarger net built-in loss than before the distribution.

Description of Proposal

Contributions of property

Under the proposal, a built-in loss may be taken into account only by the contributing
partner and not by other partners. Except as provided in regulations, in determining the amount
of items allocated to partners other than the contributing partner, the basis of the contributed
property istreated as the fair market value at the time of contribution. Thus, if the contributing
partner’s partnership interest is transferred or liquidated, the partnership’s adjusted basisin the
property is based on its fair market value at the time of contribution, and the built-in lossis
eliminated.®

Transfers of partnership interests

The proposal provides generaly that the basis adjustment rules under section 743 are
mandatory in the case of the transfer of a partnership interest with respect to which thereisa
substantial built-in loss (rather than being elective as under present law). For this purpose, a
substantial built-in loss existsif the partnership's adjusted basis in its property exceeds by more
than $250,000 the fair market value of the partnership property.

Thus, for example, assume that partner A sells his 25-percent partnership interest to B for
itsfair market value of $1 million. Also assume that, immediately after the transfer, the fair
market value of partnership assetsis $4 million and the partnership's adjusted basisin the
partnership assetsis $4.3 million. Under the bill, section 743(b) applies, so that adecreaseis
required to the adjusted basis of the partnership assets with respect to B. Asaresult, B would
recognize no gain or loss if the partnership immediately sold all its assets for their fair market
value.

The bill provides that an electing investment partnership is not treated as having a
substantial built-in loss, and thusis not required to make basis adjustments to partnership
property, in the case of atransfer of apartnership interest. In lieu of the partnership basis
adjustments, a partner-level loss limitation rule applies. Under thisrule, the transferee partner's
distributive share of losses (determined without regard to gains) from the sale or exchange of
partnership property is not allowed, except to the extent it is established that the partner's share
of such losses exceeds the |oss recognized by the transferor partner. In the event of successive
transfers, the transferee partner's distributive share of such lossesis not alowed, except to the
extent that it is established that such losses exceed the loss recognized by the transferor (or any
prior transferor to the extent not fully offset by a prior disallowance under thisrule). Losses
disallowed under this rule do not decrease the transferee partner's basis in its partnership interest.
Thus, on subsequent sale or exchange of its partnership interest, such a partner's gain is reduced
(or loss increased) because the basis of the partnership interest has not been reduced by such

%9 1t isintended that a corporation succeeding to attributes of the contributing corporate
partner under section 381 shall be treated in the same manner as the contributing partner.
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losses. The proposal is applied without regard to any termination of a partnership under section
708(b)(1)(B). Inthe case of abasis reduction to property distributed to the transferee partner in a
nonliquidating distribution, the amount of the transferor's loss taken into account under thisrule
is reduced by the amount of the basis reduction.

For this purpose, an electing investment partnership means a partnership that satisfies the
following requirements: (1) it makes an election under the provision that is irrevocable except
with the consent of the Secretary; (2) it would be an investment company under section
3(a)(1)(A) of the Investment Company Act of 1940%° but for an exemption under paragraph (1)
or (7) of section 3(c) of that Act; (3) it has never been engaged in atrade or business; (4)
substantially all of its assets are held for investment; (5) at least 95 percent of the assets
contributed to it consist of money; (6) no assets contributed to it had an adjusted basisin excess
of fair market value at the time of contribution; (7) all partnership interests are issued by the
partnership pursuant to a private offering and during the 24-month period beginning on the date
of the first capital contribution to the partnership; (8) the partnership agreement has substantive
restrictions on each partner's ability to cause a redemption of the partner'sinterest, and (9) the
partnership agreement provides for aterm that is not in excess of 15 years.

The proposal requires an electing investment partnership to furnish to any transferee
partner the information necessary to enable the partner to compute the amount of losses
disallowed under thisrule.

Distributions of partnership property

The proposal provides that a basis adjustment under section 734(b) is required in the case
of adistribution with respect to which there is a substantial basis reduction. A substantial basis
reduction means a downward adjustment of more than $250,000 that would be made to the basis
of partnership assetsif a section 754 election were in effect.

Thus, for example, assume that A and B each contributed $2.5 million to a newly formed
partnership and C contributed $5 million, and that the partnership purchased LMN stock for $3
million and XY Z stock for $7 million. Assume that the value of each stock declined to $1
million. Assume LMN stock is distributed to Cin liquidation of its partnership interest. Under
present law, the basis of LMN stock in C's hands is $5 million. Under present law, C would
recognize aloss of $4 million if the LMN stock were sold for $1 million.

Under the proposal, however, there is a substantial basis adjustment because the $2
million increase in the adjusted basis of LMN stock (described in section 734(b)(2)(B)) is greater
than $250,000. Thus, the partnership is required to decrease the basis of XY Z stock (under
section 734(b)(2)) by $2 million (the amount by which the basis of LMN stock was increased),
leaving abasis of $5 million. If the XY Z stock were then sold by the partnership for $1 million,
A and B would each recognize aloss of $2 million.

20 Section 3(a)(1)(A) provides, “when used in thistitle, 'investment company' means any
issuer which isor hold itself out as being engaged primarily, or proposes to engage primarily, in
the business of investing, reinvesting, or trading in securities.”
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Effective Date

The proposal applies to contributions and distributions (as the case may be) after the date
of enactment. The proposal generaly applies to transfers after the date of enactment, except in
the case of an electing investment partnership in existence on June 4, 2004, the requirement that
the partnership agreement have substantive restrictions on redemptions does not apply, and the
requirement that the partnership agreement provide for aterm not exceeding 15 years is modified
to permit aterm not exceeding 20 years.

15. No reduction of basisunder section 734 in stock held by partnership in corporate
partner

Present L aw
In general

Generally, a partner and the partnership do not recognize gain or 1oss on a contribution of
property to the partnership.”* Similarly, a partner and the partnership generally do not recognize
gain or loss on the distribution of partnership property.®? This includes current distributions and
distributions in liquidation of a partner’ s interest.

Basis of property distributed in liquidation

The basis of property distributed in liquidation of a partner’ sinterest is equal to the
partner’ stax basisin its partnership interest (reduced by any money distributed in the same
transaction).”® Thus, the partnership’s tax basis in the distributed property is adjusted (increased
or decreased) to reflect the partner’ s tax basisin the partnership interest.

Election to adjust basis of partnership property

When a partnership distributes partnership property, the basis of partnership property
generally is not adjusted to reflect the effects of the distribution or transfer. However, the
partnership is permitted to make an election (referred to as a 754 election) to adjust the basis of
partnership property in the case of adistribution of partnership property.®* The effect of the 754
election is that the partnership adjusts the basis of its remaining property to reflect any changein
basis of the distributed property in the hands of the distributee partner resulting from the
distribution transaction. Such a change could be a basis increase due to gain recognition, or a
basis decrease due to the partner’ s adjusted basis in its partnership interest exceeding the

P Sec. 721(a).
22 Sec, 731(a) and (b).
8 gec. 732(b).

24 gec, 754.
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adjusted basis of the property received. If the 754 election is made, it applies to the taxable year
with respect to which such election was filed and all subsequent taxable years.

In the case of adistribution of partnership property to a partner with respect to which the
754 election isin effect, the partnership increases the basis of partnership property by (1) any
gain recognized by the distributee partner and (2) the excess of the adjusted basis of the
distributed property to the partnership immediately before its distribution over the basis of the
property to the distributee partner, and decreases the basis of partnership property by (1) any loss
recognized by the distributee partner and (2) the excess of the basis of the property to the
distributee partner over the adjusted basis of the distributed property to the partnership
immediately before the distribution.

The allocation of the increase or decrease in basis of partnership property ismadein a
manner that has the effect of reducing the difference between the fair market value and the
adjusted basis of partnership properties In addition, the allocation rules require that any
increase or decrease in basis be alocated to partnership property of alike character to the
property distributed. For this purpose, the two categories of assets are (1) capital assets and
depreciable and real property used in the trade or business held for more than one year, and (2)
any other property.?®

Description of Proposal

The proposal provides that in applying the basis allocation rules to adistribution in
liquidation of a partner’sinterest, a partnership is precluded from decreasing the basis of
corporate stock of apartner or arelated person. Any decrease in basis that, absent the proposal,
would have been allocated to the stock is allocated to other partnership assets. If the decrease in
basis exceeds the basis of the other partnership assets, then gain is recognized by the partnership
in the amount of the excess.

Effective Date

The proposal applies to distributions after the date of enactment.
16. Repeal of special rulesfor FASITs, etc.
Present L aw

Financial asset securitization investment tr usts

In 1996, Congress created a new type of statutory entity called a*“financial asset
securitization trust” (“FASIT”) that facilitates the securitization of debt obligations such as credit

% Sec. 755(a).

2% Sec. 755(b).
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card receivables, home equity loans, and auto loans.®’ A FASIT generaly is not taxable; the
FASIT’ s taxable income or net loss flows through to the owner of the FASIT.

The ownership interest of aFASIT generally isrequired to be entirely held by asingle
domestic C corporation. In addition, aFASIT generally may hold only qualified debt
obligations, and certain other specified assets, and is subject to certain restrictions on its
activities. An entity that qualifiesasa FASIT can issue one or more classes of instruments that
meet certain specified requirements and treat those instruments as debt for Federal income tax
purposes. Instrumentsissued by a FASIT bearing yields to maturity over five percentage points
above the yield to maturity on specified United States government obligations (i.e., “high-yield
interests’) must be held, directly or indirectly, only by domestic C corporations that are not
exempt from income tax.

Qualification asa FASIT

To qualify asaFASIT, an entity must: (1) make an election to be treated asa FASIT for
the year of the election and all subsequent years;”® (2) have assets substantially all of which
(including assets that the FASIT is treated as owning because they support regular interests) are
specified types called “permitted assets;” (3) have non-ownership interests be certain specified
types of debt instruments called “regular interests’; (4) have a single ownership interest which is
held by an "eligible holder"; and (5) not qualify as a regulated investment company (“RIC").
Any entity, including a corporation, partnership, or trust may be treated asa FASIT. In addition,
a segregated pool of assets may qualify asa FASIT.

An entity ceases qualifying asa FASIT if the entity's owner ceases being an eligible
corporation. Lossof FASIT statusistreated asif all of the regular interests of the FASIT were
retired and then reissued without the application of the rule that deems regular interests of a
FASIT to be debt.

Permitted assets

For an entity or arrangement to qualify asa FASIT, substantially all of its assets must
consist of the following “permitted assets’: (1) cash and cash equivalents; (2) certain permitted
debt instruments; (3) certain foreclosure property; (4) certain instruments or contracts that
represent a hedge or guarantee of debt held or issued by the FASIT; (5) contract rights to acquire
permitted debt instruments or hedges; and (6) aregular interest in another FASIT. Permitted
assets may be acquired at any time by a FASIT, including any time after its formation.

%7 Secs, 860H through 860L.

8 Once an election to be a FASIT is made, the election applies from the date specified
in the election and all subsequent years until the entity ceasesto beaFASIT. If an election to be
aFASIT is made after theinitial year of an entity, all of the assetsin the entity at the time of the
FASIT election are deemed contributed to the FASIT at that time and, accordingly, any gain (but
not loss) on such assets will be recognized at that time.
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“Regular interests’” of aFASIT

“Regular interests” of aFASIT are treated as debt for Federal income tax purposes,
regardless of whether instruments with similar terms issued by non-FASITs might be
characterized as equity under general tax principles. To be treated as a“regular interest”, an
instrument must have fixed terms and must: (1) unconditionally entitle the holder to receive a
specified principal amount; (2) pay interest that is based on (@) fixed rates, or (b) except as
provided by regulations issued by the Treasury Secretary, variable rates permitted with respect to
real estate mortgage investment conduit interests under section 860G(a)(1)(B)(i); (3) have aterm
to maturity of no more than 30 years, except as permitted by Treasury regulations; (4) be issued
to the public with a premium of not more than 25 percent of its stated principal amount; and (5)
have ayield to maturity determined on the date of issue of less than five percentage points above
the applicable Federa rate (“AFR”) for the calendar month in which the instrument is issued.

Permitted ownership holder

A permitted holder of the ownership interest in aFASIT generdly is anon-exempt (i.e.,
taxable) domestic C corporation, other than a corporation that qualifiesasaRIC, REIT, REMIC,
or cooperative.

Transfersto FASITs

In general, gain (but not loss) is recognized immediately by the owner of the FASIT upon
the transfer of assetsto a FASIT. Where property is acquired by aFASIT from someone other
than the FASIT’ s owner (or a person related to the FASIT’ s owner), the property istreated as
being first acquired by the FASIT’s owner for the FASIT’ s cost in acquiring the asset from the
non-owner and then transferred by the owner to the FASIT.

Valuation rules—In general, except in the case of debt instruments, the value of FASIT
assetsistheir fair market value. Similarly, in the case of debt instruments that are traded on an
established securities market, the market price is used for purposes of determining the amount of
gain realized upon contribution of such assetsto aFASIT. However, in the case of debt
instruments that are not traded on an established securities market, special valuation rules apply
for purposes of computing gain on the transfer of such debt instrumentsto a FASIT. Under these
rules, the value of such debt instruments is the sum of the present values of the reasonably
expected cash flows from such obligations discounted over the weighted average life of such
assets. The discount rate is 120 percent of the AFR, compounded semiannually, or such other
rate that the Treasury Secretary shall prescribe by regulations.

Taxation of aFASIT

A FASIT generally is not subject to tax. Instead, all of the FASIT’ s assets and liabilities
are treated as assets and liabilities of the FASIT’ s owner and any incone, gain, deduction or loss
of the FASIT isallocable directly to itsowner. Accordingly, income tax rules applicableto a
FASIT (e.g., related party rules, sec. 871(h), sec. 165(g)(2)) are to be applied in the same manner
asthey apply to the FASIT' s owner. The taxable income of aFASIT is calculated using an
accrual method of accounting. The constant yield method and principles that apply for purposes
of determining original issue discount (“OID") accrual on debt obligations whose principal is
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subject to acceleration apply to all debt obligations held by a FASIT to calculate the FASIT's
interest and discount income and premium deductions or adjustments.

Taxation of holders of FASIT regular interests

In general, aholder of aregular interest istaxed in the same manner as a holder of any
other debt instrument, except that the regular interest holder is required to account for income
relating to the interest on an accrual method of accounting, regardless of the method of
accounting otherwise used by the holder.

Taxation of holders of FASIT ownership interests

Because al of the assets and liabilities of aFASIT are treated as assets and liabilities of
the holder of aFASIT ownership interest, the ownership interest holder takes into account all of
the FASIT’ sincome, gain, deduction, or lossin computing its taxable income or net loss for the
taxable year. The character of the income to the holder of an ownership interest is the same asits
character to the FASIT, except tax-exempt interest is included in the income of the holder as
ordinary income.

Although the recognition of losses on assets contributed to the FASIT is not allowed
upon contribution of the assets, such losses may be allowed to the FASIT owner upon their
disposition by the FASIT. Furthermore, the holder of a FASIT ownership interest is not
permitted to offset taxable income from the FASIT ownership interest (including gain or loss
from the sale of the ownership interest in the FASIT) with other losses of the holder. 1n addition,
any net operating loss carryover of the FASIT owner shall be computed by disregarding any
income arising by reason of adisalowed loss. Where the holder of aFASIT ownership interest
isamember of a consolidated group, this rule applies to the consolidated group of corporations
of which the holder isamember asif the group were a single taxpayer.

Real estate mortgage investment conduits

In general, areal estate mortgage investment conduit (“REMIC”) is a self-liquidating
entity that holds afixed pool of mortgages and issues multiple classes of investor interests. A
REMIC is not treated as a separate taxable entity. Rather, the income of the REMIC is allocated
to, and taken into account by, the holders of the interests in the REMIC under detailed rules.®
In order to qualify asa REMIC, substantially all of the assets of the entity must consist of
qualified mortgages and permitted investments as of the close of the third month beginning after
the startup day of the entity. A “qualified mortgage’ generally includes any obligation whichis
principally secured by an interest in real property, and which is either transferred to the REMIC
on the startup day of the REMIC in exchange for regular or residual interestsin the REMIC or
purchased by the REMIC within three nonths after the startup day pursuant to afixed-price
contract in effect on the startup day. A “permitted investment” generally includes any intangible
property that is held for investment and is part of a reasonably required reserve to provide for full
payment of certain expenses of the REMIC or amounts due on regular interests.

29 See secs. 860A through 860G.
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All of the interestsin the REMIC must consist of one or more classes of regular interests
and asingle class of residual interests. A “regular interest” isan interest in aREMIC that is
issued with afixed term, designated as aregular interest, and unconditionally entitles the holder
to receive a specified principal amount (or other similar amount) with interest payments that are
either based on afixed rate (or, to the extent provided in regulations, avariable rate) or consist of
a specified portion of the interest payments on qualified mortgages that does not vary during the
period such interest is outstanding. In general, a“residual interest” is any interest in the REMIC
other than aregular interest, and which is so designated by the REMIC, provided that thereis
only one class of such interest and that al distributions (if any) with respect to such interests are
pro rata. Holders of residual REMIC interests are subject to tax on the portion of the income of
the REMIC that is not allocated to the regular interest holders.

Description of Proposal

The proposal repeals the special rulesfor FASITs. The proposal provides atransition
period for existing FASITs, pursuant to which the repeal of the FASIT rules would not apply to
any FASIT in existence on the date of enactment to the extent that regular interests issued by the
FASIT prior to such date continue to remain outstanding in accordance with their original terms.

For purposes of the REMIC rules, the proposal also modifies the definitions of REMIC
regular interests, qualified mortgages, and permitted investments so that certain types of real
estate |loans and |oan pools can be transferred to, or purchased by, aREMIC. Specifically, the
proposal modifies the present-law definition of a REMIC “regular interest” to provide that an
interest in aREMIC does not fail to qualify asaregular interest solely because the specified
principal amount of such interest or the amount of interest accrued on such interest could be
reduced as aresult of the nonoccurrence of one or more contingent payments with respect to one
or more reverse mortgages loans, as defined below, that are held by the REMIC, provided that on
the startup day for the REMIC, the REMIC sponsor reasonably believes that all principal and
interest due under the interest will be paid at or prior to the liquidation of the REMIC. For this
purpose, areasonable belief concerning ultimate payment of all amounts due under an interest is
presumed to exist if, as of the startup day, the interest receives an investment grade rating from at
least one nationally recognized statistical rating agency.

In addition, the proposal makes three modifications to the present-law definition of a
“qualified mortgage.” First, the proposal modifies the definition to include an obligation
principally secured by real property which represents an increase in the principal amount under
the original terms of an obligation, provided such increase: (1) is attributable to an advance
made to the obligor pursuant to the original terms of the obligation; (2) occurs after the REMIC
startup day; and (3) is purchased by the REMIC pursuant to afixed price contract in effect on the
startup day. Second, the proposal modifies the definition to generally include reverse mortgage
loans and the periodic advances made to obligors on such loans. For this purpose, a*“reverse
mortgage loan” is defined asaloan that: (1) is secured by an interest in real property; (2)
provides for one or more advances of principal to the obligor (each such advance giving riseto a
“balance increase”), provided such advances are principally secured by an interest in the same
real property as that which secures the loan; (3) may provide for a contingent payment at
maturity based upon the value or appreciation in value of the real property securing the loan; (4)
provides for an amount due at maturity that cannot exceed the value, or a specified fraction of the
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value, of the real property securing the loan; (5) providesthat al payments under the loan are
due only upon the maturity of the loan; and (6) matures after afixed term or at the time the
obligor ceases to use as a personal residence the real property securing the loan. Third, the
proposal modifies the definition to provide that, if more than 50 percent of the obligations
transferred to, or purchased by, the REMIC are (1) originated by the United States or any State
(or any political subdivision, agency, or instrumentality of the United States or any State) and (2)
principally secured by an interest in real property, then each obligation transferred to, or
purchased by, the REMIC shall be treated as secured by an interest in real property.

In addition, the proposal modifies the present-law definition of a* permitted investment”
to include intangible investment property held as part of a reasonably required reserve to provide
asource of funds for the purchase of obligations described above as part of the modified
definition of a“qualified mortgage.”

Effective Date

Except as provided by the transition period for existing FASITS, this proposal is effective
on January 1, 2005.

17. Limitation on transfer of built-in losses on REMIC residuals
Present L aw

Generally, no gain or loss is recogni zed when one or more persons transfer property to a
corporation in exchange for stock and immediately after the exchange such person or persons
control the corporation.® The transferor's basis in the stock of the controlled corporation is the
same as the basis of the property contributed to the controlled corporation, increased by the
amount of any gain (or dividend) recognized by the transferor on the exchange, and reduced by
the amount of any money or property received, and by the amount of any loss recognized by the
transferor.®" The basis of property received by a controlled corporation in a tax-free transfer to
the corporation is the same as the adjusted basis in the hands of the transferor, adjusted for gain
or loss recognized by the transferor.**

Description of Proposal

The proposal providesthat if aresidual interest (as defined in section 860G(a)(2)) in a
real estate mortgage investment conduit (“REMIC”) is contributed to a corporation and the
transferee corporation’s adjusted basis in the REMIC residual interest would (but for the
proposal) exceed the fair market value of the REMIC residual interest immediately after the
contribution, the transferee corporation’s adjusted basis in the REMIC residual interest is limited
to the fair market value of the REMIC residual interest immediately after the contribution,

30 gec, 351.
31 gec, 358.

%2 Sec. 362(a).
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regardless of whether the fair market value of the REMIC residual interest is less than, equal to,
or greater than zero (i.e., the proposal may result in the transferee corporation having a negative
adjusted basisin the REMIC residual interest).

Effective Date

The proposal applies to transactions after the date of enactment.

18. Clarification of banking business for purposes of determining investment of earningsin
U.S. property

Present L aw

In general, the subpart F rules (secs. 951-964) require the U.S. 10-percent shareholders of
acontrolled foreign corporation to include in income currently their pro rata shares of certain
income of the controlled foreign corporation (referred to as “ subpart F income”), whether or not
such earnings are distributed currently to the shareholders. In addition, the U.S. 10-percent
shareholders of a controlled foreign corporation are subject to U.S. tax currently on their pro rata
shares of the controlled foreign corporation's earnings to the extent invested by the controlled
foreign corporation in certain U.S. property (sec. 951(a)(1)(B)).

A shareholder’ s current income inclusion with respect to a controlled foreign
corporation's investment in U.S. property for ataxable year is based on the controlled foreign
corporation’s average investment in U.S. property for such year. For this purpose, the U.S.
property held (directly or indirectly) by the controlled foreign corporation must be measured as
of the close of each quarter in the taxable year (sec. 956(a)). The amount taken into account with
respect to any property is the property’ s adjusted basis as determined for purposes of reporting
the controlled foreign corporation’s earnings and profits, reduced by any liability to which the
property is subject. The amount determined for current inclusion is the shareholder’s pro rata
share of an amount equal to the lesser of: (1) the controlled foreign corporation’s average
investment in U.S. property as of the end of each quarter of such taxable year, to the extent that
such investment exceeds the foreign corporation’ s earnings and profits that were previousy
taxed on that basis; or (2) the controlled foreign corporation’s current or accumulated earnings
and profits (but not including a deficit), reduced by distributions during the year and by earnings
that have been taxed previously as earnings invested in U.S. property (secs. 956 and 959). An
income inclusion is required only to the extent that the amount so cal culated exceeds the amount
of the controlled foreign corporation’s earnings that have been previously taxed as subpart F
income (secs. 951(a)(1)(B) and 959).

For purposes of section 956, U.S. property generally is defined to include tangible
property located in the United States, stock of a U.S. corporation, an obligation of aU.S. person,
and certain intangible assets including a patent or copyright, an invention, model or design, a
secret formula or process or similar property right which is acquired or developed by the
controlled foreign corporation for use in the United States (sec. 956(c)(1)).

Specified exceptions from the definition of U.S. property are provided for: (1)
obligations of the United States, money, or deposits with persons carrying on the banking
business; (2) certain export property; (3) certain trade or business obligations; (4) aircraft,
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railroad rolling stock, vessels, motor vehicles or containers used in transportation in foreign
commerce and used predominantly outside of the United States; (5) certain insurance company
reserves and unearned premiums related to insurance of foreign risks; (6) stock or debt of certain
unrelated U.S. corporations; (7) moveable property (other than a vessel or aircraft) used for the
purpose of exploring, developing, or certain other activities in connection with the ocean waters
of the U.S. Continental Shelf; (8) an amount of assets equal to the controlled foreign
corporation’s accumulated earnings and profits attributabl e to income effectively connected with
aU.S. trade or business; (9) property (to the extent provided in regulations) held by aforeign
sales corporation and related to its export activities; (10) certain deposits or receipts of collateral
or margin by a securities or commodities dealer, if such deposit is made or received on
commercia termsin the ordinary course of the dealer’ s business as a securities or commodities
dedler; and (11) certain repurchase and reverse repurchase agreement transactions entered into by
or with adealer in securities or commaodities in the ordinary course of its business as a securities
or commodities dealer (sec. 956(c)(2)).

With regard to the exception for deposits with persons carrying on the banking business,
the U.S. Court of Appeals for the Sixth Circuit in The Limited, Inc. v. Commissioner™
concluded that a U.S. subsidiary of a U.S. shareholder was “ carrying on the banking business’
even though its operations were limited to the administration of the private label credit card
program of the U.S. shareholder. Therefore, the court held that a controlled foreign corporation
of the U.S. shareholder could make deposits with the subsidiary (e.g., through the purchase of
certificates of deposit) under this exception, and avoid taxation of the deposits under section 956
as aninvestment in U.S. property.

Description of Proposal

The proposal provides that the exception from the definition of U.S. property under
section 956 for deposits with persons carrying on the banking businessis limited to deposits with
persons at least 80 percent of the income of which is derived in the active conduct of a banking
business from unrelated persons. For purposes of applying this proposal, the deposit recipient
and all persons related to the deposit recipient are treated as one person in applying the 80-
percent test.

No inference is intended as to the meaning of the phrase “carrying on the banking
business’ under present law or whether this phrase was correctly interpreted by the Sixth Circuit
in The Limited.

Effective Date

This proposal is effective on the date of enactment.

3% 286 F.3d 324 (6th Cir. 2002), rev’g 113 T.C. 169 (1999).
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19. Alternative tax for certain small insurance companies
Present L aw

A property and casualty insurance company generally is subject to tax on its taxable
income (sec. 831(a)). The taxable income of a property and casualty insurance company is
determined as the sum of its underwriting income and investment income (as well as gains and
other income items), reduced by allowable deductions (sec. 832).

A property and casualty insurance company may elect to be taxed only on taxable
investment income if its net written premiums or direct written premiums (whichever is greater)
do not exceed $1.2 million (sec. 831(b)). For purposes of determining the amount of a
company’s net written premiums or direct written premiums under this rul e, premiums received
by all members of a controlled group of corporations (as defined in section 831(b)) of which the
company is a part are taken into account (including gross receipts of foreign and tax-exempt
corporations).

Description of Proposal

Under the proposal, the $1.2 million ceiling on net written premiums or direct written
premiums for purposes of the election to be taxed only on taxable investment income is
increased to $1.89 million, and is indexed for taxable years beginning in a calendar year after
2004.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2003.

20. Denial of deduction for interest on under payments attributable to nondisclosed
reportable transactions

Present L aw

In general, corporations may deduct interest paid or accrued within ataxable year on
indebtedness.®* Interest on indebtedness to the Federal government attributable to an
underpayment of tax generally may be deducted pursuant to this provision.

Description of Proposal

The proposal disallows any deduction for interest paid or accrued within a taxable year
on any portion of an underpayment of tax that is attributable to an understatement arising from
an undisclosed listed transaction or from an undisclosed reportable transaction (other than a

3 Sec. 163(a).
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listed transaction) if asignificant purpose of such transaction is the avoidance or evasion of
Federal income tax. *®

Effective Date

The proposal is effective for underpayments attributabl e to transactions entered into in
taxable years beginning after the date of enactment.

21. Clarification of rulesfor payment of estimated tax for certain deemed asset sales
Present L aw

In certain circumstances, taxpayers can make an election under section 338(h)(10) to treat
aqualifying purchase of 80 percent of the stock of atarget corporation by a corporation from a
corporation that is a member of an affiliated group (or a qualifying purchase of 80 percent of the
stock of an S corporation by a corporation from S corporation shareholders) as a sale of the
assets of the target corporation, rather than as a stock sale. The election must be made jointly by
the buyer and seller of the stock and is due by the 15™ day of the ninth month beginning after the
month in which the acquisition date occurs. An agreement for the purchase and sale of stock
often may contain an agreement of the parties to make a section 338(h)(10) election.

Section 338(a) also permits aunilateral election by a buyer corporation to treat a qualified
stock purchase of a corporation as a deemed asset acquisition, whether or not the seller of the
stock is acorporation (or an S corporation isthe target). In such acase, the seller or sellers
recognize gain or loss on the stock sale (including any estimated taxes with respect to the stock
sale), and the target corporation recognizes gain or loss on the deemed asset sale.

Section 338(h)(13) provides that, for purposes of section 6655 (relating to additions to tax
for failure by a corporation to pay estimated income tax), tax attributable to a deemed asset sale
under section 338(a)(1) shall not be taken into account.

Description of Proposal

The proposal clarifies section 338(h)(13) to provide that the exception for estimated tax
purposes with respect to tax attributable to a deemed asset sale does not apply with respect to a
qualified stock purchase for which an election is made under section 338(h)(10).

Under the proposal, if aqualified stock purchase transaction eligible for the election
under section 338(h)(10) occurs, estimated tax would be determined based on the stock sale
unless and until there is an agreement of the parties to make a section 338(h)(10) election.

¥ The definitions of these transactions are the same as those previously described in
connection with the proposal elsewhere in thisbill to modify the accuracy-related penalty for
listed and certain reportable transactions.
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If at the time of the sale there is an agreement of the parties to make a section 338(h)(10)
election, then estimated tax is computed based on an asset sale, computed from the date of the
sae.

If the agreement to make a section 338(h)(10) election is concluded after the stock sale,
such that the original computation was based on the stock sale, estimated tax is recomputed
based on the asset sale election.

No inference isintended as to present law.

Effective Date

The proposal is effective for qualified stock purchase transactions that occur after the
date of enactment.

22. Exclusion of like-kind exchange property from nonrecognition treatment on the sale or
exchange of a principal residence

Present L aw

Under present law, a taxpayer may exclude up to $250,000 ($500,000 if married filing a
joint return) of gain realized on the sale or exchange of a principal residence®® To beeligible
for the exclusion, the taxpayer must have owned and used the residence as a principal residence
for at least two of the five years prior to the sale or exchange. A taxpayer who fails to meet these
reguirements by reason of a change of place of employment, health, or, to the extent provided
under regulations, unforeseen circumstances is able to exclude an amount equal to the fraction of
the $250,000 ($500,000 if married filing ajoint return) that is equal to the fraction of the two
years that the ownership and use requirements are met. There are no special rulesrelating to the
sale or exchange of a principal residence that was acquired in alike-kind exchange within the
prior five years.

Description of Proposal

The bill provides that the exclusion for gain on the sale or exchange of a principal
residence does not apply if the principal residence was acquired in alike-kind exchange in which
any gain was not recognized within the prior five years.

Effective Date

The proposal is effective for sales or exchanges of principal residences after the date of
enactment.

3% gec. 121.
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23. Prevention of mismatching of interest and original issue discount deductions and
income inclusionsin transactions with related foreign persons

Present L aw

Income earned by aforeign corporation from its foreign operations generally is subject to
U.S. tax only when such income is distributed to any U.S. person that holds stock in such
corporation. Accordingly, aU.S. person that conducts foreign operations through a foreign
corporation generally is subject to U.S. tax on the income from such operations when the income
is repatriated to the United States through a dividend distribution to the U.S. person. Theincome
isreported on the U.S. person's tax return for the year the distribution is received, and the United
States imposes tax on such income at that time. However, certain anti-deferral regimes may
cause the U.S. personto be taxed on a current basis in the United States with respect to certain
categories of passive or highly mobile income earned by the foreign corporations in which the
U.S. person holds stock. The main anti-deferral regimes are the controlled foreign corporation
rules of subpart F (secs. 951-964), the passive foreign investment company rules (secs.
1291-1298), and the foreign personal holding company rules (secs. 551-558).

Asagenera rule, thereis alowed as adeduction all interest paid or accrued within the
taxable year with respect to indebtedness, including the aggregate daily portions of original issue
discount (“OID”) of the issuer for the days during such taxable year. " However, if adebt
instrument is held by arelated foreign person, any portion of such OID isnot allowable as a
deduction to the payor of such instrument until paid (“related-foreign-person rule”). This
related-foreign-person rule does not apply to the extent that the OID is effectively connected
with the conduct by such foreign related person of atrade or business within the United States
(unless such OID is exempt from taxation or is subject to a reduced rate of taxation under a treaty
obligation).*® Treasury regulations further modify the related-foreign-person rule by providing
that in the case of a debt owed to aforeign personal holding company (“FPHC”), controlled
foreign corporation (“CFC”) or passive foreign investment company (“PFIC”), adeduction is
allowed for OID as of the day on which the amount is includible in the income of the FPHC,
CFC or PFIC, respectively.®

In the case of unpaid stated interest and expenses of related persons, where, by reason of
apayee's method of accounting, an amount is not includible in the payee's gross income until it is
paid but the unpaid amounts are deductible currently by the payor, the amount generally is
allowable as a deduction when such amount isincludible in the gross income of the payee.*°
With respect to stated interest and other expenses owed to related foreign corporations, Treasury

7 Sec. 163(e)(1).
3% Sec. 163(6)(3).

¥ Treas. Reg. sec. 1.163-12(b)(3). In the case of a PFIC, the regulations further require
that the person owing the amount at issue have in effect a qualified electing fund election
pursuant to section 1295 with respect to the PFIC.

30 gec. 267(3)(2).
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regulations provide a general rule that requires ataxpayer to use the cash method of accounting
with respect to the deduction of amounts owed to such related foreign persons (with an exception
for income of arelated foreign person that is effectively connected with the conduct of aU.S.
trade or business and that is not exempt from taxation or subject to areduced rate of taxation
under atreaty obligation).* Asin the case of OID, the Treasury regulations additionally
provide that in the case of stated interest owed to a FPHC, CFC, or PFIC, adeduction is allowed
as of the day on which the amount isincludible in the income of the FPHC, CFC or PFIC.**

Description of Proposal

The proposal provides that deductions for amounts accrued but unpaid (whether by U.S.
or foreign persons) to related FPHCs, CFCs, or PFICs are allowable only to the extent that the
amounts accrued by the payor are, for U.S. tax purposes, currently includible in the income of
the direct or indirect U.S. owners of the related foreign corporation under the relevant inclusion
rules. Deductions that have accrued but are not allowable under this proposal are allowed when
the amounts are paid.

For purposes of determining how much of the amount accrued, if any, is currently
includible in the income of aU.S. person under the relevant inclusion rules, properly allowable
deductions of the related foreign corporation and qualified deficits under section 952(c)(1)(B) are
taken into account. For this purpose, properly alowable deductions of the related foreign
corporation are those expenses, losses, or other deductible amounts of the foreign corporation
that are properly allocable, under the principles of section 954(b)(5), to the relevant income of
the foreign corporation.

For example, assume the following facts. A U.S. parent corporation accrues an expense
itemof 100 to its 60-percent owned CFC. The item constitutes foreign base company incomein
the hands of the CFC. An unrelated foreign corporation owns the remaining 40 percent interest
inthe CFC. Theitemisthe only potentia subpart F income of the CFC and has not been paid by
the end of the taxable year of the parent. Expenses of 60 are properly allocated or apportioned to
the 100 of foreign base company income under the principles of section 954(b)(5). In addition,
other income and expense items of the CFC result in aloss of 30, which when taken together
with the 40 (100 - 60) of net foreign base company income, results in current net income for the
CFC of 10. Assuming further that the CFC has no current earnings and profits adjustments, the
CFC’ s subpart F income in this caseis limited to 10, six of which isincludible in the gross
income of the U.S. parent as its pro rata share of subpart F income. Under these facts, the U.S.
parent is alowed a current deduction of 42 ((10 + 60) x 60%). If the other income and expense
items of the CFC result in aloss of 50 instead of 30, the U.S. parent would instead be allowed a
current deduction of 30 ((40 - 50 + 60) x 60%).

The proposal grants the Secretary regulatory authority to provide exceptions to these
rules, including an exception for amounts accrued where payment of the amount accrued occurs

3 Treas. Reg. sec. 1.267(a)-3(b)(1), -3(0).

%2 Tregs. Reg. sec. 1.267(a)-3(c)(4).
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within a short period after accrual, and the transaction giving rise to the payment is entered into
by the payor in the ordinary course of a business in which the payor is predominantly engaged.

Effective Date

The proposal is effective for payments accrued on or after date of enactment.
24. Exclusion from grossincome for interest on over payments of income tax by individuals
Present L aw

Overpayment inter est

Interest isincluded in the list of items that are required to be included in gross income
(sec. 61(a)(4)). Interest on overpayments of Federal income tax isrequired to beincluded in
taxable income in the same manner as any other interest that is received by the taxpayer.

Cash basis taxpayers are required to report overpayment interest as income in the period
theinterest isreceived. Accrual basis taxpayers are required to report overpayment interest as
income when all events fixing the right to the receipt of the overpayment interest have occurred
and the amount can be estimated with reasonable accuracy. Generally, this occurs on the date
the appropriate IRS official signs the pertinent schedule of overassessments.

Underpayment inter est

A corporate taxpayer is allowed to currently take into account interest paid on
underpayments of Federal income tax as an ordinary and necessary business expense. Typically,
thisresultsin a current deduction. However, the deduction may be deferred if the interest is
required to be capitalized or may be disallowed if and to the extent it is determined to be a cost
of earning tax exempt income under section 265.

Section 163(h) of the Code prohibits the deduction of personal interest by taxpayers other
than corporations. Noncorporate taxpayers, including individuals, generally are not allowed to
deduct interest on the underpayment of Federal income taxes.

Temporary regulations provide that personal interest includesinterest paid on
underpayments of individual Federal, State or local income taxes, regardless of the source of the
income generating the tax liability. Thisis consistent with the statement in the General
Explanation of the Tax Reform Act of 1986 that “(p)ersonal interest also includes interest on
underpayments of individual Federal, State, or local income taxes notwithstanding that all or a
portion of the income may have arisen in atrade or business, because such taxes are not
considered derived from conduct of atrade or business.” The validity of the temporary
regulation has been upheld in those Circuits that have considered the issue, including the Fourth,
Fifth, Sixth, Seventh, Eighth, and Ninth Circuits.

Personal interest also includes interest that is paid by atrust, S corporation, or other pass-
through entity on underpayments of State or local income taxes. Personal interest does not
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include interest that is paid with respect to sales, excise or similar taxes that are incurred in
connection with atrade or business or an investment activity.

Description of Proposal

The proposal excludes overpayment interest that is paid to individual taxpayers on
overpayments of Federal income tax from gross income. Interest excluded under the provisionis
not considered disqualified income that could limit the earned income credit. Interest excluded
under the provision also is not considered in determining what portion of a taxpayer’s social
security or tier 1 railroad retirement benefits are subject to tax (sec. 86), whether ataxpayer has
sufficient taxable income to be required to file areturn (sec. 6012(d)), or for any other
computation in which interest exempt from tax is otherwise required to be added to adjusted
gross income.

The exclusion from income of overpayment interest does not apply if the Secretary
determines that the taxpayer’s principal purpose for overpaying his or her tax is to take
advantage of the exclusion.

For example, ataxpayer prepares his return without taking into account significant
itemized deductions of which heis, or should be, aware. Before the expiration of the statute of
limitations, the taxpayer files an amended return claiming these itemized deductions and
requesting arefund with interest. Unless the taxpayer can establish a principa purpose for
originally overpaying the tax other than collecting excludible interest, the Secretary may
determine that the principal purpose of waiting to claim the deductions on an amended return
was to earn interest that would be excluded from income. In that case, the interest on the
overpayment could not be excluded from income.

It is expected that the Secretary will indicate whether the interest is eligible to be
excluded from income on the Form 1099 it provides that taxpayer for the taxable year in which
the underpayment interest is paid.

Effective Date

The proposal is effective for interest received in calendar years beginning after the date of
enactment.

25. Deposits made to suspend the running of interest on potential under payments
Present L aw

Generally, interest on underpayments and overpayments continues to accrue during the
period that ataxpayer and the IRS dispute aliability. The accrual of interest on an underpayment
is suspended if the IRS fails to notify an individual taxpayer in atimely manner, but interest will
begin to accrue once the taxpayer is properly notified. No similar suspension is available for
other taxpayers.

A taxpayer that wants to limit its exposure to underpayment interest has a limited number
of options. The taxpayer can continue to dispute the amount owed and risk paying a significant
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amount of interest. If the taxpayer continues to dispute the amount and ultimately loses, the
taxpayer will be required to pay interest on the underpayment from the original due date of the
return until the date of payment.

In order to avoid the accrual of underpayment interest, the taxpayer may choose to pay
the disputed amount and immediately file aclaim for refund. Payment of the disputed amount
will prevent further interest from accruing if the taxpayer loses (since there is no longer any
underpayment) and the taxpayer will earn interest on the resultant overpayment if the taxpayer
wins. However, the taxpayer will generally lose access to the Tax Court if it follows this
aternative. Amounts paid generally cannot be recovered by the taxpayer on demand, but must
await final determination of the taxpayer’ sliability. Evenif an overpayment is ultimately
determined, overpaid amounts may not be refunded if they are eligible to be offset against other
liabilities of the taxpayer.

The taxpayer may also make a deposit in the nature of a cash bond. The procedures for
making a deposit in the nature of a cash bond are provided in Rev. Proc. 84-58.

A deposit in the nature of a cash bond will stop the running of interest on an amount of
underpayment equal to the deposit, but the deposit does not itself earn interest. A deposit in the
nature of a cash bond is not a payment of tax and is not subject to a claim for credit or refund. A
deposit in the nature of a cash bond may be made for all or part of the disputed liability and
generally may be recovered by the taxpayer prior to afinal determination. However, a deposit
in the nature of a cash bond need not be refunded to the extent the Secretary determines that the
assessment or collection of the tax determined would be in jeopardy, or that the deposit should
be applied against another liability of the taxpayer in the same manner as an overpayment of tax.
If the taxpayer recovers the deposit prior to final determination and a deficiency is later
determined, the taxpayer will not receive credit for the period in which the funds were held as a
deposit. The taxable year to which the deposit in the nature of a cash bond relates must be
designated, but the taxpayer may request that the deposit be applied to a different year under
certain circumstances.

Description of Proposal

In general

The proposal allows ataxpayer to deposit cash with the IRS that may subsequently be
used to pay an underpayment of income, gift, estate, generation-skipping, or certain excise taxes.
Interest will not be charged on the portion of the underpayment that is deposited for the period
that the amount is on deposit. Generally, deposited amounts that have not been used to pay atax
may be withdrawn at any time if the taxpayer so requests in writing. The withdrawn amounts
will earn interest at the applicable Federal rate to the extent they are attributable to a disputable
tax.

The Secretary may issue rules relating to the making, use, and return of the deposits.
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Use of a deposit to offset under payments of tax

Any amount on deposit may be used to pay an underpayment of tax that is ultimately
assessed. If an underpayment is paid in this manner, the taxpayer will not be charged
underpayment interest on the portion of the underpayment that is so paid for the period the funds
were on deposit.

For example, assume a calendar year individual taxpayer deposits $20,000 on May 15,
2005, with respect to a disputable item on its 2004 income tax return. On April 15, 2007, an
examination of the taxpayer’s year 2004 income tax return is completed, and the taxpayer and
the IRS agree that the taxable year 2004 taxes were underpaid by $25,000. The $20,000 on
deposit is used to pay $20,000 of the underpayment, and the taxpayer also pays the remaining
$5,000. In this case, the taxpayer will owe underpayment interest from April 15, 2005 (the
original due date of the return) to the date of payment (April 15, 2007) only with respect to the
$5,000 of the underpayment that is not paid by the deposit. The taxpayer will owe underpayment
interest on the remaining $20,000 of the underpayment only from April 15, 2005, to May 15,
2005, the date the $20,000 was deposited.

Withdrawal of amounts

A taxpayer may request the withdrawal of any amount of deposit at any time. The
Secretary must comply with the withdrawal request unless the amount has already been used to
pay tax or the Secretary properly determines that collection of tax isin jeopardy. Interest will be
paid on deposited amounts that are withdrawn at a rate equal to the short-term applicable Federal
rate for the period from the date of deposit to a date not more than 30 days preceding the date of
the check paying the withdrawal. Interest is not payable to the extent the deposit was not
attributabl e to a disputable tax.

For example, assume a calendar year individual taxpayer receives a 30-day letter showing
a deficiency of $20,000 for taxable year 2004 and deposits $20,000 on May 15, 2006. On April
15, 2007, an administrative appeal is completed, and the taxpayer and the IRS agree that the
2004 taxes were underpaid by $15,000. $15,000 of the deposit is used to pay the underpayment.
In this case, the taxpayer will owe underpayment interest from April 15, 2005 (the original due
date of the return) to May 15, 2006, the date the $20,000 was deposited. Simultaneously with
the use of the $15,000 to offset the underpayment, the taxpayer requests the return of the
remaining amount of the deposit (after reduction for the underpayment interest owed by the
taxpayer from April 15, 2005, to May 15, 2006). This amount must be returned to the taxpayer
with interest determined at the short-term applicable Federa rate from the May 15, 2006, to a
date not more than 30 days preceding the date of the check repaying the deposit to the taxpayer.

Limitation on amounts for which interest may be allowed

Interest on adeposit that is returned to ataxpayer shall be allowed for any period only to
the extent attributable to a disputable item for that period. A disputable item is any item for
which the taxpayer 1) has a reasonable basis for the treatment used on its return and 2)
reasonably believes that the Secretary also has a reasonable basis for disallowing the taxpayer’s
treatment of such item.
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All itemsincluded in a 30-day letter to ataxpayer are deemed disputable for this purpose.
Thus, once a 30-day letter has been issued, the disputable amount cannot be less than the amount
of the deficiency shown in the 30-day letter. A 30-day letter isthe first letter of proposed
deficiency that alows the taxpayer an opportunity for administrative review in the Internal
Revenue Service Office of Appeals.

Deposits ar e not payments of tax

A deposit is not a payment of tax prior to the time the deposited amount is used to pay a
tax. Similarly, withdrawal of adeposit will not establish a period for which interest was
allowable at the short-term applicable Federal rate for the purpose of establishing a net zero
interest rate on a similar amount of underpayment for the same period.

Effective Date

The proposal applies to deposits made after the date of enactment. Amounts already on
deposit as of the date of enactment are treated as deposited (for purposes of applying this
provision) on the date the taxpayer identifies the amount as a deposit made pursuant to this
provision.

26. Authorize IRSto enter into installment agreementsthat provide for partial payment
Present L aw

The Code authorizes the IRS to enter into written agreements with any taxpayer under
which the taxpayer is allowed to pay taxes owed, as well asinterest and penalties, in installment
payments if the IRS determines that doing so will facilitate collection of the amounts owed (sec.
6159). An installment agreement does not reduce the amount of taxes, interest, or penalties
owed. Generally, during the period installment payments are being made, other IRS enforcement
actions (such as levies or seizures) with respect to the taxes included in that agreement are held
in abeyance.

Prior to 1998, the IRS administratively entered into installment agreements that provided
for partial payment (rather than full payment) of the total amount owed over the period of the
agreement. In that year, the IRS Chief Counsel issued a memorandum concluding that partial
payment installment agreements were not permitted.

Description of Proposal

The proposal clarifies that the IRS is authorized to enter into installment agreements with
taxpayers which do not provide for full payment of the taxpayer’s liability over the life of the
agreement. The proposal also requires the IRS to review partial payment installment agreements
at least every two years. The primary purpose of thisreview isto determine whether the
financial condition of the taxpayer has significantly changed so as to warrant an increase in the
value of the payments being made.
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Effective Date

The proposal is effective for installment agreements entered into on or after the date of
enactment.

27. Affirmation of consolidated return regulation authority
Present L aw

An affiliated group of corporations may elect to file a consolidated return in lieu of
separate returns. A condition of electing to file a consolidated return isthat all corporations that
are members of the consolidated group must consent to al the consolidated return regul ations
prescribed under section 1502 prior to the last day prescribed by law for filing such return.®?

Section 1502 states:

The Secretary shall prescribe such regulations as he may deem necessary in order that the
tax liability of any affiliated group of corporations making a consolidated return and of
each corporation in the group, both during and after the period of affiliation, may be
returned, determined, computed, assessed, collected, and adjusted, in such manner as
clearly to reflect the income-tax liability and the various factors necessary for the
determination of such liability, and in order to prevent the avoidance of such tax
liability.

Under this authority, the Treasury Department has issued extensive consolidated return
regulations.*

In the recent case of Rite Aid Corp. v. United Sates,*® the Federal Circuit Court of
Appeal s addressed the application of a particular provision of certain consolidated return loss

313 gec. 1501.
314 sec. 1502.

> Regulations issued under the authority of section 1502 are considered to be
“legidative’ regulations rather than “interpretative’ regulations, and as such are usually given
greater deference by courtsin case of ataxpayer challenge to such aregulation. See, S. Rep. No.
960, 70" Cong., 1% Sess. at 15 (1928), describing the consolidated return regulations as
“legidlative in character”. The Supreme Court has stated that “. . . legislative regulations are
given controlling weight unless they are arbitrary, capricious, or manifestly contrary to the
statute.” Chevron, U.SA., Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837, 844
(1984) (involving an environmental protection regulation). For examples involving consolidated
return regulations, see, e.g., Wolter Construction Company v. Commissioner, 634 F.2d 1029 (6"
Cir. 1980); Garvey, Inc. v. United Sates, 1 Ct. Cl. 108 (1983), aff’d,726 F.2d 1569 (Fed. Cir.
1984), cert. denied, 469 U.S. 823 (1984). Compare, e.g., Audrey J. Walton v. Commissioner, 115
T.C. 589 (2000), describing different standards of review. The case did not involve a
consolidated return regulation.
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disallowance regulations, and concluded that the provision wasinvalid.** The particular
provision, known as the “duplicated loss’ provision,*® would have denied aloss on the sale of
stock of asubsidiary by a parent corporation that had filed a consolidated return with the
subsidiary, to the extent the subsidiary corporation had assets that had a built-in loss, or had a net
operating loss, that could be recognized or used later.*"

316 255 F.3d 1357 (Fed. Cir. 2001), reh’ g denied, 2001 U.S. App. LEXIS 23207 (Fed.
Cir. Oct. 3, 2001).

317 Prior to this decision, there had been a few instancesinvolving prior lawsin which
certain consolidated return regulations were held to be invalid. See, e.g., American Standard, Inc.
v. United States, 602 F.2d 256 (Ct. Cl. 1979), discussed in the text infra. see also Union Carbide
Corp. v. United States, 612 F.2d 558 (Ct. Cl. 1979), and Allied Corporation v. United Sates, 685
F. 2d 396 (Ct. Cl. 1982), all three cases involving the allocation of income and loss within a
consolidated group for purposes of computation of a deduction allowed under prior law by the
Code for Western Hemisphere Trading Corporations. See also Joseph Weidenhoff v.
Commissioner, 32 T.C. 1222, 1242-1244 (1959), involving the application of certain regulations
to the excess profits tax credit allowed under prior law, and concluding that the Commissioner
had applied a particular regulation in an arbitrary manner inconsistent with the wording of the
regulation and inconsistent with even a consolidated group computation. Cf. Kanawha Gas &
Utilities Co. v. Commissioner, 214 F.2d 685 (1954), concluding that the substance of a
transaction was an acquisition of assets rather than stock. Thus, a regulation governing basis of
the assets of consolidated subsidiaries did not apply to the case. See also General Machinery
Corporation v. Commissioner, 33 B.T.A. 1215 (1936); Lefcourt Realty Corporation, 31 B.T.A.
978 (1935); Helveringv. Morgans, Inc., 293 U.S. 121 (1934), interpreting the term “taxable
year.”

38 Treas. Reg. sec. 1.1502-20(c)(1)(iii).

9 Treasury Regulation section 1.1502-20, generally imposing certain “loss
disallowance” rules on the disposition of subsidiary stock, contained other limitations besides the
“duplicated loss’ rule that could limit the loss available to the group on a disposition of a
subsidiary’s stock. Treasury Regulation section 1.1502-20 as awhole was promulgated in
connection with regulations issued under section 337(d), principally in connection with the so-
called General Utilities repeal of 1986 (referring to the case of General Utilities & Operating
Company v. Helvering, 296 U.S. 200 (1935)). Such repeal generally required a liquidating
corporation, or a corporation acquired in a stock acquisition treated as a sale of assets, to pay
corporate level tax on the excess of the value of its assets over the basis. Treasury regulation
section 1.1502-20 principally reflected an attempt to prevent corporations filing consolidated
returns from offsetting income with aloss on the sale of subsidiary stock. Such aloss could
result from the unique upward adjustment of a subsidiary’s stock basis required under the
consolidated return regulations for subsidiary income earned in consolidation, an adjustment
intended to prevent taxation of both the subsidiary and the parent on the same income or gain.

As one example, absent adenial of certain losses on a sale of subsidiary stock, a consolidated
group could obtain aloss deduction with respect to subsidiary stock, the basis of which originally
reflected the subsidiary’ s value at the time of the purchase of the stock, and that had then been
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The Federa Circuit Court opinion contained language discussing the fact that the
regulation produced a result different than the result that would have obtained if the corporations
had filed separate returns rather than consolidated returns.*®

The Federa Circuit Court opinion cited a 1928 Senate Finance Committee Report to
legidlation that authorized consolidated return regulations, which stated that “ many difficult and
complicated problems, ... have arisen in the administration of the provisions permitting the filing
of consolidated returns’ and that the committee “found it necessary to delegate power to the
commissioner to prescribe regulations legislative in character covering them.”** The Court’s
opinion also cited a previous decision of the Court of Claimsfor the proposition, interpreting this
legidative history, that section 1502 grants the Secretary “the power to conform the applicable
income tax law of the Code to the special, myriad problems resulting from the filing of
consolidated income tax returns;” but that section 1502 “does not authorize the Secretary to
choose a method that imposes a tax on income that would not otherwise be taxed.” 32

adjusted upward on recognition of any built-in income or gain of the subsidiary reflected in that
value. The regulations also contained the duplicated loss factor addressed by the court in Rite
Aid. The preamble to the regulations stated: “it is not administratively feasible to differentiate
between loss attributable to built-in gain and duplicated loss.” T.D. 8364, 1991-2 C.B. 43, 46
(Sept. 13, 1991). The government also argued in the Rite Aid case that duplicated loss was a
separate concern of the regulations. 255 F.3d at 1360.

%0 For example, the court stated: “ The duplicated loss factor . . . addresses a situation
that arises from the sale of stock regardless of whether corporations file separate or consolidated
returns. With |.R.C. secs. 382 and 383, Congress has addressed this situation by limiting the
subsidiary’ s potential future deduction, not the parent’s loss on the sale of stock under 1.R.C. sec.
165.” 255 F.3d 1357, 1360 (Fed. Cir. 2001).

#1 3. Rep. No. 960, 70™ Cong., 1% Sess. 15 (1928). Though not quoted by the court in
Rite Aid, the same Senate report also indicated that one purpose of the consolidated return
authority was to permit reatment of the separate corporations as if they were a single unit,
stating “ The mere fact that by legal fiction several corporations owned by the same shareholders
are separate entities should not obscure the fact that they are in reality one and the sane business
owned by the same individuals and operated as a unit.” S. Rep. No. 960, 70" Cong., 1% Sess. 29
(1928).

%2 American Standard, Inc. v. United Sates, 602 F.2d 256, 261 (Ct. Cl. 1979). That
case did not involve the question of separate returns as compared to a single return approach. It
involved the computation of a Western Hemisphere Trade Corporation (“WHTC”) deduction
under prior law (which deduction would have been computed as a percentage of each WHTC's
taxable income if the corporations had filed separate returns), in a case where a consolidated
group included several WHTCs as well as other corporations. The gquestion was how to
apportion income and losses of the admittedly consolidated WHTCs and how to combine that
computation with the rest of the group’s consolidated income or losses. The court noted that the
new, changed regulations approach varied from the approach taken to a similar problem
involving public utilities within a group and previously allowed for WHTCs. The court objected
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The Federal Circuit Court construed these authorities and applied them to invalidate
Treas. Reg. Sec. 1.1502-20(c)(2)(iii), stating that:

Thelossrealized on the sale of aformer subsidiary’s assets after the consolidated
group sells the subsidiary’s stock is not a problem resulting from the filing of
consolidated income tax returns. The scenario also arises where a corporate
shareholder sells the stock of a non-consolidated subsidiary. The corporate
shareholder could realize aloss under 1.R.C. sec. 1001, and deduct the loss under
|.R.C. sec. 165. The subsidiary could then deduct any losses from alater sale of
assets. The duplicated loss factor, therefore, addresses a situation that arises from the
sale of stock regardless of whether corporations file separate or consolidated returns.
With 1.R.C. secs. 382 and 383, Congress has addressed this situation by limiting the
subsidiary’ s potential future deduction, not the parent’s loss on the sale of stock under
|.R.C. sec. 165.%

The Treasury Department has announced that it will not continue to litigate the validity of
the duplicated loss provision of the regulations, and has issued interim regulations that permit
taxpayers for all yearsto elect a different treatment, though they may apply the provision for the
past if they wish.***

Description of Proposal

The proposal confirms that, in exercising its authority under section 1502 to issue
consolidated return regulations, the Treasury Department may provide rules treating corporations
filing consolidated returns differently from corporations filing separate returns.

Thus, under the statutory authority of section 1502, the Treasury Department is
authorized to issue consolidated return regulations utilizing either a single taxpayer or separate

that the allocation method adopted by the regulation allowed non-WHTC losses to reduce
WHTC income. However, the court did not disallow a method that would net WHTC income of
one WHTC with losses of another WHTC, aresult that would not have occurred under separate
returns. Nor did the court expressly disallow a different fractional method that would net both
income and losses of the WHTCs with those of other corporationsin the consolidated group.
The court also found that the regulation had been adopted without proper notice.

33 Rite Aid, 255 F.3d at 1360.

¥4 See Temp. Reg. sec. 1.1502-20T(i)(2), Temp. Reg. sec. 1.337(d)-2T, and Temp. Reg.
sec. 1.1502-35T. The Treasury Department has also indicated its intention to continue to study
al the issues that the original loss disallowance regulations addressed (including issues of
furthering single entity principles) and possibly issue different regulations (not including the
particular approach of Treas. Reg. Sec. 1.1502-20(c)(1)(iii)) on theissuesin the future. See
Notice 2002-11, 2002-7 1.R.B. 526 (Feb. 19, 2002); T.D. 8984, 67 F.R. 11034 (March 12, 2002);
REG-102740-02, 67 F.R. 11070 (March 12, 2002); see also Notice 2002-18, 2002-12 |.R.B. 644
(March 25, 2002); REG-131478-02, 67 F.R. 65060 (October 18, 2002)T.D. 9048, 68 F.R. 12287
(March 14, 2003); and T.D. 9118, REG-153172-03 (March 17, 2004).

197



taxpayer approach or a combination of the two approaches, as Treasury deems necessary in order
that the tax liability of any affiliated group of corporations making a consolidated return, and of
each corporation in the group, both during and after the period of affiliation, may be determined
and adjusted in such manner as clearly to reflect the income-tax liability and the various factors
necessary for the determination of such liability, and in order to prevent avoidance of such
liability.

Rite Aid is thus overruled to the extent it suggests that the Secretary is required to identify
aproblem created from the filing of consolidated returnsin order to issue regulations that change
the application of a Code provision. The Secretary may promulgate consolidated return
regulations to change the application of atax code provision to members of a consolidated group,
provided that such regulations are necessary to clearly reflect the income tax liability of the
group and each corporation in the group, both during and after the period of affiliation.

The proposal nevertheless allows the result of the Rite Aid case to stand with respect to
the type of factual situation presented in the case. That is, the legislation provides for the
override of the regulatory provision that took the approach of denying alosson a
deconsolidating disposition of stock of a consolidated subsidiary®® to the extent the subsidiary
had net operating losses or built in losses that could be used |ater outside the group.

Retaining the result in the Rite Aid case with respect to the particular regulation section
1.1502-20(c)(1)(iii) as applied to the factual situation of the case does not in any way prevent or
invalidate the various approaches Treasury has announced it will apply or that it intendsto
consider in lieu of the approach of that regulation, including, for example, the denia of alosson
astock saleif inside losses of a subsidiary may also be used by the consolidated group, and the
possible requirement that inside attributes be adjusted when a subsidiary leaves a group.®’

¥ Treas. Reg. sec. 1.1502-20(c)(1)(iii).

%% The provision is not intended to overrule the current Treasury Department
regulations, which allow taxpayersin certain circumstances for the past to follow Treasury
Regulations section 1.1502-20(c)(1)(iii), if they chooseto do so. Temp. Reg. sec. 1.1502-
20T(i)(2).

%7 See, e.g., Notice 2002-11, 2002-7 |.R.B. 526 (Feb. 19, 2002); Temp. Reg. Sec.
1.337(d)-2T, (T.D. 8984, 67 F.R. 11034 (March 12, 2002) and T.D. 8998, 67 F.R. 37998 (May
31, 2002)); REG-102740-02, 67 F.R. 11070 (March 12, 2002); see also Notice 2002-18, 2002-12
|.R.B. 644 (March 25, 2002); REG-131478-02, 67 F.R. 65060 (October 18, 2002); Temp. Reg.
Sec. 1.1502-35T (T.D. 9048, 68 F.R. 12287 (March 14, 2003)); and T.D. 9118, REG-153172-03
(March 17, 2004). In exercising its authority under section 1502, the Secretary is aso authorized
to prescribe rules that protect the purpose of General Utilities repeal using presumptions and
other simplifying conventions.
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Effective Date

The proposal is effective for al years, whether beginning before, on, or after the date of
enactment of the provision. No inference isintended that the results following from this
proposal are not the same as the results under present law.

28. Reform of tax treatment of certain leasing arrangements and limitation on deductions
allocable to property used by governmentsor other tax-exempt entities

Present L aw

Overview of depreciation

A taxpayer is allowed to recover, through annual depreciation deductions, the cost of
certain property used in atrade or business or for the production of income. The amount of the
depreciation deduction allowed with respect to tangible property for ataxable year is determi ned
under the modified accelerated cost recovery system (“MACRS’). Under MACRS, different
types of property generaly are assigned applicable recovery periods and depreciation methods
based on such property’s classlife. The recovery periods applicable to most tangible persona
property (generally tangible property other than residential rental property and nonresidential
real property) range from 3 to 25 years and are significantly shorter than the property’s class life,
which isintended to approximate the economic useful life of the property. In addition, the
depreciation methods generally applicable to tangible personal property are the 200-percent and
150-percent declining balance methods, switching to the straight-line method for the taxable year
in which the depreciation deduction would be maximized.

Char acterization of leases for tax purposes

In general, ataxpayer istreated as the tax owner and is entitled to depreciate property
leased to another party if the taxpayer acquires and retains significant and genuine attributes of a
traditional owner of the property, including the benefits and burdens of ownership. No single
factor is determinative of whether alessor will be treated as the owner of the property. Rather,
the determination is based on all the facts and circumstances surrounding the leasing transaction.

A sale-leaseback transaction is respected for Federal tax purposesif “thereis a genuine
multiple-party transaction with economic substance which is compelled or encouraged by
business or regulatory realities, isimbued with tax-independent considerations, and is not shaped
solely by tax-avoidance features that have meaningless labels attached.” 3%

Recovery period for tax-exempt use property

Under present law, “tax-exempt use property” must be depreciated on a straight-line basis
over arecovery period equal to the longer of the property’s classlife or 125 percent of the lease

8 Frank Lyon Co. v. United States, 435 U.S. 561, 583-84 (1978).
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term.>® For purposes of this rule, “tax-exempt use property” is tangible property that is |leased
(other than under a short-term lease) to a tax-exempt entity.** For this purpose, the term “tax-
exempt entity” includes Federal, State and local governmental units, charities, and, foreign
entities or persons.®

In determining the length of the lease term for purposes of the 125-percent calculation,
several special rules apply. In addition to the stated term of the lease, t